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REFLECTIONS OF A CENTRAL BANKER* 


ALLAN SPROUL 
Federal Reserve Bank of New York 


WHEN You invite someone who is not a professional economist to 
speak on an occasion of this sort, there is always the danger that 
he will try to talk like a professional economist, and thus make a 
fool of himself while failing to fool his audience. I am not a pro- 
fessional economist. I hate to make a fool of myself. And I know I 
could not fool you. 

I may have to skate pretty close to what is, for me, the thin ice 
of theoretical economics, however, because although I am not a pro- 
fessional economist I am a practitioner of an art which must draw 
inspiration from the work of professional economists. Central bank- 
ing is largely practical economics, a sort of laggard son of theoret- 
ical economics, and I have been practicing central banking for the 
past thirty-five years. My long apprenticeship in the field is the 
excuse for the title which has been given to my talk, “Reflections of 
a Central Banker.” Maybe that sounds as if I were going to give 
you some rocking-chair stories of my experience, but that is not my 
intention. I think it would be pretty dull. What I would like to do 
is to discuss a few of the things I have observed and thought about 
while I have been an officer of the Federal Reserve System, and 
which I think might merit a larger measure of interest and attention 
from you. 

Monetary policy was in the doldrums for a number of years prior 
to and during World War IT. It had been running fast before a brisk 
breeze for quite a while prior to that time, and then the wind died 
down and its sails went slack. Big claims had been made for it as a 
solvent of our economic ills, and when it couldn’t support these 
claims there was a tendency to discard it in favor of more direct and 


* Paper read at joint meeting of American Finance Association and American Eco- 
nomic Association, New York City, December 29, 1955. 
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what might seem to be more powerful economic controls. I suspect 
that somewhat the same pattern could be traced in the interest of 
economists, and particularly the younger economists, in the problems 
of central banking. For a time, preceding and following the passage 
of the Federal Reserve Act in 1913, such problems attracted a lot 
of men. Then it began to appear that more important work could 
be done, in other branches of economics, while interest in central 
banking suffered a relative decline. Now there has been something 
of a renaissance in the use of monetary policy as one of the means 
of achieving greater economic stability, without sacrificing too much 
economic freedom. If we are careful not to claim too much for it, it 
may hold its place. And I am hoping that central banking problems 
will similarly recapture the interest of a new generation of econo- 
mists. 

Let me speak first and most particularly about the Federal Re- 
serve System, its organization, its policies, and its techniques. You 
all know the general organization of the System, but you may not 
all be aware of the evolutionary changes which have been taking 
place within the general organization. The main outlines of the 
System are much as they were when the System was established 
forty-one years ago: a regional system, federal in character, with 
a national co-ordinating and supervisory body at Washington and 
twelve regional Federal Reserve Banks which are the operating arms 
of the System in their respective districts. 

Within this framework, however, there has been a definite tend- 
ency for power and influence to gravitate toward the center, a 
corollary of developments in other areas of social, political, and eco- 
nomic organization, as well as a result of growing familiarity at the 
center with the means of accomplishing things at the periphery. 
Fortunately, I think, for the development of the System and the 
good of the country this tendency has not gone so far as to destroy 
either the federal character of the System in terms of policy forma- 
tion or its regional character in terms of policy execution. 

That this is so is largely due to the development of the Federal 
Open Market Committee and its evolution as a body in which the 
various parts of the System are represented not by blocs, not by op- 
posing groups of members of the Board of Governors on one side 
and presidents of Federal Reserve Banks on the other, but by in- 
dividuals having equal authority and equal statutory responsibilities 
with respect to one of the most important functions of the System, 
namely, open-market operations. 

It is true that the means of credit control, other than open-market 
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operations, are scattered about the System in what seems to be an 
illogical manner. Discount rates are fixed by the Boards of Directors 
of the individual Federal Reserve Banks, but are reviewed and de- 
termined by the Board of Governors, and the setting of reserve and 
margin requirements is wholly a charge of the Board of Governors. 
But all of these measures of credit control must be integrated and 
used as a common kit of tools. The Federal Open Market Commit- 
tee provides the forum where discussion of their co-ordinated use 
can take place without unnecessarily infringing upon the rights and 
duties of other parts of the System. The illogical, in terms of organ- 
ization charts and precisely drawn lines of authority, becomes logi- 
cal in terms of the evolution of a body which appropriately and ef- 
fectively represents all parts of the System. 

It may be useful to recall how this unique arm of the System de- 
veloped, not from some sudden inspirational attack on the problem 
of bringing national unity to a regional central banking system, but 
by trial and error during a shakedown cruise of about twenty years’ 
duration. In the beginning, adjustments of the reserve positions of 
member banks were made entirely through the discount window. 
Early open-market operations emerged in the form of an attempt 
by individual Federal Reserve Banks to supplement their earnings. 
It soon became apparent that the effect of these purchases and sales 
of government securities (and bankers’ bills) was to put reserves 
into the banking system or to take them out without regard for 
what might be credit policy at the time. The first informal attempt 
to correct the situation was the adoption by the Conference of Gov- 
ernors (presidents now) of Federal Reserve Banks, in 1922, of a 
policy of buying and selling government obligations in an orderly 
and systematic manner, and the appointment of a committee of five 
governors to see that this was done. This loose arrangement was 
tightened up somewhat by the Federal Reserve Board in 1923, and 
the rule was adopted, which has since become a statutory principle 
of open-market operations, that the time, character, and volume of 
such operations must be governed with primary regard to the accom- 
modation of commerce and business and to their effect on the gen- 
eral credit situation. In 1930 an open-market policy conference was 
created which included a representative of each of the twelve Fed- 
eral Reserve Banks. Statutory recognition of and restraint upon this 
particular method of conducting open-market operations was legis- 
lated in 1933, when the banking act of that year created a Federal 
Open Market Committee and prohibited open-market operations of 
Federal Reserve Banks except in accordance with the regulations 
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of the Federal Reserve Board. The Federal Open Market Commit- 
tee in its present form came into being with the passage of the 
Banking Act of 1935, which also made it mandatory for Federal 
Reserve Banks to engage in open-market operations in accordance 
with the directions and regulations of the Committee. 

So far so good. Evolution has proceeded by a process of natural 
selection toward a higher form of organism, which retains some of 
the desirable characteristics of regional organization within a federal 
system, while acquiring the powers necessary to a coordination of 
national policy under present-day conditions. This organism has 
survived for twenty years and given evidence of being able to adapt 
itself to environmental change. 

There are those, however, who see in the persistence of present 
regional representation on the Federal Open Market Committee a 
serious flaw in our credit control machinery. They appear to believe 
that this has enabled the poachers to remain on the Committee along 
with the game wardens, in the person of the five presidents of Fed- 
eral Reserve Banks who are members of the Committee along with 
the seven members of the Board of Governors. The presidents of the 
Federal Reserve Banks, they say, are selected by the directors of 
the banks—to be sure, with the approval of the Board of Governors. 
The nine men who serve as directors of Federal Reserve Banks in- 
clude six men elected by the member banks of their district, and 
three of these men are bankers. Ergo, the presidents of Federal Re- 
serve Banks are the representatives of the member banks and, in 
political terms, must be responsive to the wishes of their constit- 
uents or they won’t be presidents very long. And so, it is claimed, 
the group which is supposed to be regulated and controlled has at 
least five fingers in the pie. 

This line of chain reasoning has its appeal if you believe that the 
presidents of Federal Reserve Banks are so beholden to commercial 
bankers for their jobs, and so lacking in awareness of their statu- 
tory responsibilities, that they cannot honestly serve the public in- 
terest as members of the Federal Open Market Committee. The 
fact is, however, that the relation between a president of a Federal 
Reserve Bank and the bankers of his district is not that of an 
elected representative and his constituents or an employee and his 
employer. The present somewhat complicated arrangements for the 
election and appointment of directors of Federal Reserve Banks, 
and for the appointment of presidents of Federal Reserve Banks by 
these directors, have instead a double virtue. First, they inject into 
the System’s conduct of its everyday affairs the standards of effi- 
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ciency and practical judgment that well-chosen business execu- 
tives can provide from their own experience—and that includes 
everything from judging the fitness of a man to administer the com- 
plex operations of a Federal Reserve Bank to the maintenance of 
its plant and equipment. This has contributed to an operating per- 
formance which has protected Federal Reserve Banks from much of 
the criticism which is leveled against other institutions not prodded 
toward efficiency by the profit motive. Second, these electoral ar- 
rangements keep the presidents of Federal Reserve Banks directly 
in touch with men who are aware of banking and credit conditions 
and economic developments in their districts, and who can help to 
interpret credit policy to the banking, business, and agricultural 
community, without making the presidents subservient to whatever 
may be the selfish interests of any group in the community. 

On the even more important level of policy formation, the prob- 
lem is not comparable to that faced by a government regulatory 
body fixing rates and conditions of service under rgonopoly or semi- 
monopoly conditions, nor to the problem of an administrative tri- 
bunal watching over observance of the law. The main problem of the 
central banking system is the appraisal of major developments af- 
fecting the whole economy and the formulation of a policy which 
will influence the money and credit sector of that economy so as to 
contribute to the stability of the economy as a whole. This is a 
public service which requires of its practitioners continuous contact 
with economic processes, and with people in the market places of the 
country as well as with the representatives of government at its 
political center. It requires practitioners with an awareness of the 
problems of an economy which is neither wholly private nor wholly 
public in character. It requires practitioners who are insulated 
against narrow partisan political influence on the one hand, and 
against narrow selfish private influence on the other, but who are 
responsive both to broad government policies and to the importance 
of private initiative and private enterprise in giving support to those 
policies. In my view there has been developed in the Federal Reserve 
System in general, and in the Federal Open Market Committee in 
particular, a unique contribution to the democratic administration of 
such a task. There is no conflict of interest in this administration. 

I have spoken of this matter of organization at some length be- 
cause I think it is vital to the preservation of a Federal Reserve 
System which retains regional vigor in a national setting, and be- 
cause attempts to destroy the Federal Open Market Committee, as 
presently constituted, have been made from time to time. In fact, 
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a bill has been resting in a congressional committee for the past 
year, which would abolish the Federal Open Market Committee 
and transfer its functions to an enlarged Board of Governors of the 
Federal Reserve System. That way lies a revolution in the organiza- 
tion of our credit control machinery. I believe that this is a question 
which goes well beyond the mere mechanics of organization, and 
which needs and deserves your closest scrutiny as citizens, as well 
as economists and men of finance. 

So much for organization. Now for a reference to policies. The 
preamble to the Federal Reserve Act says that the Federal Reserve 
System is to be concerned with the provision of an elastic currency, 
affording a means of rediscounting commercial paper, and establish- 
ing a more effective supervision of banking in the United States, 
and for other purposes. Well, the “other purposes” have long since 
stolen the show, as must be the case when the manifold objects of 
an economic experiment are compressed into a few words, no matter 
how well chosen. We are all now engaged in an attempt to prevent 
the occurrence of wide and deep economic fluctuations and to miti- 
gate the hardships of the smaller cyclical fluctuations and the nec- 
essary internal adjustments of a dynamic, growing, relatively free- 
choice economy. 

The role of the central banking system in this attempt to achieve 
better balance in our economy has never been spelled out specifi- 
cally, and probably cannot be. We were not specifically mentioned in 
the Employment Act of 1946, which gave expression to the present 
general concept of the economic role of government, but our share 
of the general responsibility derives largely from that expression of 
national policy. I have always felt, however, that if we are to be 
true to the explicit requirements of our own charter we must em- 
phasize the implicit requirements of this broader charter by com- 
bining stability of the purchasing power of the dollar with the pro- 
motion of the most effective possible utilization of our resources. 
We must be alert to oppose both inflationary and deflationary pres- 
sures, either one of which can upset the precarious balance of a 
high-employment, high-production, high-income economy. 

We are pretty much all of one mind, I take it, when it comes to 
opposing deflationary forces which threaten a waste of human and 
material resources But there is no such unanimity when inflation— 
usually trotted out as mild inflation—is in prospect or in being. Here 
is a central banking problem with respect to which we should, per- 
haps, have had more help from you than you have so far given us. 
Are we right in the belief that stability of the dollar and a growing 
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high-level economy are compatible? Or, at least, are we right in our 
belief that there are so many forces in the economy which now exert 
inflationary pressures as to make it likely that our role will gener- 
ally be to resist those pressures in the interest of sustained economic 
growth? The siren song of gradual modest inflation, if it be that and 
not the music of the spheres, appeals to many groups, political and 
economic. There is a tendency to relax and enjoy the sound of more 
money in the cash register and the appearance of more dollars in 
the balance sheet and in the pay envelope. The problem has become 
a fundamental one in the administration of monetary policy, and 
your advice and counsel and, indeed, your leadership are needed. 
There are those, of course, who think the answer has already been 
given, and that our powers have been reduced to exerting a gentle 
tug on the reins from time to time, which is really administered by 
the horse. With that I cannot agree; I cannot bear witness to the 
impotence of our central banking system. It still has considerable 
power, even though we recognize, as I think we must, that general 
monetary controls can no longer be used so drastically as to bring 
about a severe restriction of the money supply with restriction of 
income, production, and employment in its wake. In this we would 
only find support if we were faced with a runaway inflation due 
solely or primarily to monetary causes. That is an emergency we 
have not had to face, and certainly do not have any desire to face, 
even though the actual experience of such a catastrophe might sub- 
sequently make for broader public understanding of the anti-infla- 
tionary steps we must take from time to time. In developed coun- 
tries which have experienced hyper-inflation the central bank has 
only to mention the word “inflation” to bring a large measure of pub- 
lic support to a restrictive credit policy. When we mention inflation 
as a reason for trying to restrain a boom, which shows signs of tem- 
porarily exhausting physical capacity to increase the supply of goods 
and services, and in circumstances when further injections of bank 
credit are likely to show up largely if not entirely in increased prices, 
we are apt to be charged with crying wolf when there is no wolf, to 
be denounced as apostles of deflation. And if actual inflation does 
not develop, perhaps because we have done our job of helping to 
curb its development, the accusation against us seems to gain in- 
creased validity. You can see why I would like to have aid and com- 
fort in resolving doubts about our ability to combine a stable dol- 
lar with a growing, expanding, high-level, peace-time economy. 
Another aspect of policy formation which concerns me is whether 
or not undue reliance is now being placed upon the judgments of 
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men, and whether we should seek some automatic or mechanical 
guides to policy action. I do not think that we have been led too 
far astray by reading our press clippings. When it is said of the 
Federal Open Market Committee that “these twelve men have more 
financial power than any other official body in United States his- 
tory,” we may think it will impress our children and grandchildren, 
but we are also humble enough to recognize that the power we 
wield is a circumscribed one which cannot be wielded abitrarily or 
capriciously. In the first place, it is a power exercised by a group 
of individuals of differing backgrounds and talents, and with dif- 
fering approaches to the policy actions upon which they must finally 
agree. There are checks and balances such as are characteristic of 
our whole concept of government, which give assurance that de- 
cisions will be reached by a deliberate process, and that power will 
not be wielded by an individual who might acquire the habits of a 
despot. In the second place, it is power exercised in the white light 
of full disclosure: weekly, monthly, and annually our actions are 
publicly reported for all to examine and to judge. Finally, it is power 
exercised within the limits of national objectives and public toler- 
ance, which would not permit the Committee to indulge a sense of 
power or to experiment rashly with it, even if it were so inclined. 
But to recognize the limitations of our powers is not to deny 
their importance. We must and do take them very seriously. We re- 
alize that we are trying to measure and adjust the flow of credit in a 
money economy, and we are steeped in the belief that whether the 
economy works well or poorly depends in part on our success or 
failure in discharging our responsibilities. And therein, I think, lies 
a danger. The oppressive character of such a heavy responsibility 
leads men to seek some automatic or mechanical device as a guide 
to policy action, in order to remove the risk of exercising fallible 
human judgment. The gold standard, as it existed during the latter 
part of the nineteenth century and the early years of the present cen- 
tury, largely performed this role in those countries which had cen- 
tral banks and which looked first and almost entirely to the state 
of their balance of payments and the size of their gold reserves in 
formulating central bank policy. Those “good old days” began to 
pass into history, however, when central bankers began consciously 
to interfere with the effects of inflows and outflows of gold upon the 
domestic credit situation and, through it, upon the domestic econ- 
omy. They receded further into limbo as national policy became 
more and more oriented toward the maintenance of high levels of 
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production and employment at home, and tried to fit together the 
international and the domestic situation without subordinating one 
to the other. 

And yet there have been and no doubt are serious students of cen- 
tral banking who believe that it cannot function properly without a 
“norm” of behavior, or a mathematical equation, which will tell its 
human guides what to do and when to do it. In the present state of 
our knowledge of the functioning of the economic world, and de- 
spite the flood of available statistics which never seems to be out of 
spate, I do not believe that we can now devise a “norm” or an equa- 
tion which will relieve us in any substantial and consistent way of 
the necessity of exercising human judgment in discharging our re- 
sponsibilities. What we need is not just a catalogue and synthesis of 
symptoms, but an appraisal of a whole situation, including the com- 
plex reactions of human beings—businessmen, labor leaders, con- 
sumers, politicians. Early in my career in the Federal Reserve Sys- 
tem I read a statement by Allyn Young whicht impressed me then 
and impresses me now: 


In fact, we can be certain that reliance upon any simple rule or set of rules would 
be dangerous. Economic situations are never twice alike. They are compounded of 
different elements—foreign and domestic, agricultural and industrial, monetary 
and non-monetary, psychological and physical—and these various elements are 
combined in constantly shifting proportions. 

“Scientific” analysis, unaided, can never carry the inquirer to the heart of an 
economic situation. Judgment and wisdom—the power to take a complex set of 
considerations into account and come to a balanced view of them—are quite as 
much needed as facts and theories. The Federal Reserve System needs to operate 
in the light of all the information it can get, and it needs to have this information 
organized and analyzed in such a way as to give the maximum amount of illumina- 
tion. But it also needs the guidance of that practical wisdom which is born only 
of experience. 


If in our time, however, with increasing knowledge of how credit 
policy works, we can discover a “norm” of action, or a mathematical 
guide to policy, our task would be greatly simplified. To do that, 
we shall have to know more than we yet know about how monetary 
and credit policy actually affect the economy as a whole and in its 
various parts, and with what leads and lags. This will mean deep 
probing into the operations of our money and banking systems as it 
is now constituted, and into the effects of changes of monetary and 
credit policy upon the whole economy working through the banking 
system. Until this job is further along, a good motto for central 
banks may continue to be the lines of the poet: 
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Our stability is but balance 
And wisdom lies in masterful 
Administration of the unforeseen. 


I am now going to turn to one of the techniques of execution of 
central bank policy, partly because it has importance from a general 
economic standpoint which transcends its purely technical trappings, 
and partly because it has been the subject of some public comment 
and discussion during the past year or two. I refer to the range of 
open-market operations: whether such operations should be rigidly 
confined to short-term government securities except under the most 
unusual circumstances or whether a willingness at times to operate 
over the whole range of maturities of government obligations would 
provide a better means of making credit policy effective. I am not 
going to reiterate all of my own views which are already in the 
record and which are distinctly minority views within the Federal 
Open Market Committee. There are as yet no absolutes in this busi- 
ness, however. Those who advocate, and I who oppose, the present 
techniques of the Federal Open Market Committee are merely 
climbing the hill on opposite sides, trying to reach the same summit 
of knowledge and effectiveness. 

But I do think that the question is one worthy of the attention 
of at least some of you who are here today, not merely as a matter 
of casual comment in panel discussions, or writings on other sub- 
jects, but as something which has real economic significance and de- 
serves serious study. And I am encouraged in this opinion by the 
articles which have appeared in the journals during the past year. If 
the present technique derives from a too rigid application of sup- 
posed classical economics to problems of money and credit, we need 
enlightenment from you. 

I had supposed that the classical economists, the men of private 
property and free markets, did not think that free markets could 
provide everything necessary to the public good, and that if they 
were our contemporaries they might have thought of the market for 
money and credit as something separate and apart from other mar- 
kets, and as an appropriate area of intervention by government or 
agencies of government—intervention at that cross-section of the 
economy where the public need for some over-all economic guidance 
toward stability could be provided with a minimum of direct intru- 
sion into the details of production and distribution. And I had sup- 
posed that this would mean central bank action to help the market 
in determining the significant characteristics of the maturity struc- 
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ture of interest rates implied by the kind of credit policy being pur- 
sued—not to try to set decimal points on daily quotations, nor to peg 
a curve, but to nudge the market in the direction sought by credit 
policy. And finally I had supposed that the effects of increases or 
decreases in capital values, arising from changes in long-term rates 
of interest, were becoming more and more important in an economy 
in which public as well as private debts have become so large a part 
of our so-called assets, and that some direct intervention in this area 
might at times be appropriate. Whether or not these or contrary 
suppositions are true, it seems to me that this matter of open-market 
techniques involves problems of economic significance beyond its im- 
mediate technical application, and that it deserves your study and 
your published findings. 

There is another area of credit administration which can be 
brought under the loose heading of techniques. That is the problem 
of selective credit controls, and particularly the control of consumer 
instalment credit. I suppose that all of us who have a bias against 
detailed planning “from above” would prefer that credit policy ac- 
complish its major aims by general quantitative controls which 
work impersonally but pervasively, and without interfering directly 
with individual transactions. But if there has grown up a form of 
credit extension which, no matter how prodigious its contribution to 
mass production and mass consumption, is also introducing a dan- 
gerous element of instability in our economy, and if it is difficult to 
reach this credit area by general credit measures without adversely 
affecting all of the less avid users of credit, is there not a case for a 
selective credit control? Thackeray says in Vanity Fair: “Every- 
body must have observed how well those live who are comfortably 
and thoroughly in debt; how they deny themselves nothing; how 
jolly and easy they are in their minds.” 

Well, I am not jolly and easy in my mind. I am disturbed by the 
present situation in consumer instalment credit, just as I was con- 
cerned, under different conditions and for different reasons, about 
stock market credit until the Board of Governors was given power 
to establish, and to vary, margin requirements. I am disturbed not 
by the total amount of consumer credit, but by the fact or the indi- 
cation that successive relaxation of terms has been largely respon- 
sible for keeping the ball in the air. This is a process which cannot 
go on indefinitely, and when it ceases there will come a time when 
repayment of old debt will catch up with new extensions of credit. 
The special stimulus of a rapidly increasing net supply of consumer 
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credit, which has contributed so much to the record production and 
distribution of consumer durable goods during the past year, will 
then be gone, at least temporarily. Will it then become clear that we 
drove our productive capacity to unsustainable limits—for the pres- 
ent—by borrowing consumer demand from the future? 

This is a subject on which many voices have expressed many 
views, but usually they have not been views which seemed objective 
enough to help resolve the question in the best interest of society as 
a whole. I know that there are those who believe that selective credit 
controls are a dangerous step on the road to general over-all plan- 
ning, and I have no desire to become a fellow-traveler on that road. 
But I do believe that there is a temptation to abuse consumer credit 
in boom times, that it can thus become a serious source of instabil- 
ity in our economy, and that we would not jeopardize our general 
freedom from direct controls by giving the Federal Reserve System 
permanent authority to regulate consumer credit. I freely admit, 
however, that this view would be better held if it were based more 
firmly on objective study and research into the place of consumer 
credit in our economy and less on observation and opinion. That is 
the sort of basis for consideration and action which you could pro- 
vide. 

The same or something similar might be said of mortgage financ- 
ing, but I shall not try to go into that. Economics and social objec- 
tives become intermingled so fiercely when housing is discussed as to 
make calmness and objectivity a handicap, if not a badge of moral 
delinquency. 

The basic question involved in both cases is whether an attempt 
should be made through regulation of these specific types of credit 
to exert a stabilizing influence on areas of the economy which, in the 
past, appear to have been major sources of instability of employ- 
ment and production, or whether we should be content with efforts 
to regulate the over-all availability and cost of credit, hoping that 
fluctuations in the major areas of the economy will balance out. Our 
experience thus far suggests to me that general credit controls can 
exert an effective influence on these particular types of credit only 
with a considerable lag, and that we cannot rely upon countervailing 
forces in the economy to maintain over-all stability. 

Perhaps you can see where I have been heading in these some- 
what random remarks, which have touched on a few aspects of cen- 
tral banking organization, policies, and techniques, while not men- 
tioning others of equal or, perhaps, even greater importance. In 
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general my purpose has been to frame a plea for help—a plea that 
theoretical economics come more steadily and effectively to the aid 
of practical economics in such fields as central banking. 

I recognize that theoretical economics is the basis of practical eco- 
nomics. And I recognize that theoretical economists, in our time, 
seem mostly to have preferred to work on general principles, or on 
building models of economic performance, rather than on economic 
policies and their effects. I have not the competence to challenge the 
value of their work, but I question whether it is enough. I question 
whether economists individually and as a group can fulfil their ob- 
ligations as citizens, as well as students and scholars, if they do not 
try to bring these interests together. I would say we need a revival 
of political economy, and I would invite you to look on central 
banking as a good place to start. The economists of an earlier day 
did not hesitate to jump into the thick of battle over current issues, 
and it did not seem to lower their academic standing then nor should 
it now. They were pamphleteers, they organized and participated in 
public meetings and discussion groups, they brought their influence 
to bear in any way they could on public officials and private citi- 
zens. They were pungent and provocative in debate. Macaulay said 
of James Mill and his followers on one occasion, “These smatterers 
whose attainments just suffice to elevate them from the insignifi- 
cance of dunces to the dignity of bores.” Perhaps that sort of thing 
is a little too violent for our present mood and condition. But it 
might be better than withdrawing completely into a realm of eso- 
teric jargon, or indulging in an excess of politeness in dealing with 
your peers and your public, so that issues are seldom drawn clearly 
enough to attract public attention and promote public understand- 
ing. By your studies and your research and your application to the 
problems of economic theory, you have earned the right to be heard, 
and to give some sense of continuing direction to official action and 
to public opinion. I would like to see that right more vigorously ex- 
ercised. 

I feel that it could be exercised more vigorously and to advantage 
in the field of central banking. We have excellent research staffs in 
the Federal Reserve System: able economists and statisticians and 
devoted students of money and banking problems. But their work 
needs more cross-fertilization and critical analysis by thoughtful 
and disciplined minds outside the System who can apply their tal- 
ents to this special field without the bias of an oragnizational view- 
point. Not enough work has been done, I would say, on the mone- 
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tary problems of a mixed government-private economy, on the func- 
tioning and form of a fractional reserve banking system in such an 
economy, on the growing importance of other financial institutions, 
which criss-cross both the fields of commercial banking and invest- 
ment banking, and on the performance and characteristics of our 
money and capital markets. These are subjects which are becoming 
critical in the development of central banking. 

You have tended, I venture to say, to occupy yourselves too much 
with the refinement of old ideas which are no longer wholly relevant, 
with the cataloguing of new economic processes, with the applica- 
tion of mathematical equations to situations too dependent on hu- 
man behavior to be amenable to such treatment, or with building 
utopian models of the dream world of the future, while neglecting 
the hard but rewarding task of studying the present in a way which 
would contribute effectively to public policy and private well-being. 
If you will not use it against me, I would say that you have left the 
latter task to the improvised judgments of practitioners who have 
lacked the time or the equipment needed to work out a coherent and 
consistent basis for the actions which they must take. 

It is said that there has been a renaissance of monetary and credit 
policy in recent years. In fact, some extravagant claims are again 
beginning to appear concerning the power and influence of monetary 
measures in curing or ameliorating our economic ills. Governments 
may be tempted to commit or condone economic errors, in the hope 
that monetary policy can redress the balance, and in the hope that 
the central banking system will stand as a buffer between the gov- 
ernment and an electorate which chafes at restraint. We shall have 
to guard against asking too much of monetary policy. But it is a fact 
that monetary measures have re-established themselves, and rightly 
so, as one of the principal means used by governments to try to 
keep national economies in order without the stifling restrictions of 
more direct physical controls. 

What I would now like to see is a renaissance in the study of 
money and banking in general and of central banking in particular. 
I would like to see a fresh and thorough examination of our existing 
banking and credit machinery and our money and capital markets. 
I would hope that out of such study and examination would come 
new ideas and new proposals which would give shape and direction 
to future public policies and private actions. It would be a task 
worthy of the best talent you can bring to bear on it. 
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THE PRICE OF GOLD AND INTER- 
NATIONAL LIQUIDITY 


BERNARD GOODMAN 
Wayne University 


THE MONETARY status of gold, especially its status as an interna- 
tional means of settlement, has been the subject of lively and some- 
times bitter debate in the past few years. The debate has centered 
principally on the issue of whether or not the price of gold should 
be raised as a means of increasing international liquidity.’ The ques- 
tion of the proper price for gold is by no means a new problem in 
international finance. It was widely discussed, for example, after 
World War I; in 1933-34, the period of revaluation in the United 
States; and between 1937 and 1940 when there were persistent ru- 
mors of, and considerable professional support for, a reduction in 
the official United States price of gold.* Since 1949, however, there 


1. In the United States proposals for restoring domestic convertibility into gold have 
been more widely debated than the question of the price of gold, especially since the Re- 
publican Party has avowed in its 1952 platform that it would move “.. . to restore a 
domestic economy, and to use our influence for a world economy as will permit the reali- 
zation of a dollar on a fully convertible gold basis” (cited in D. L. Kemmerer, “The Case 
for Resumption of Specie Payments in the United States,” paper presented to the Mid- 
west Economic Association, April 22, 1954). The vagueness of this plank has led to the 
belief that the Administration intends to propose a full gold standard in the near future, 
an intention that Administration spokesmen, however, have denied. Congressional hear- 
ings have been held on several bills pertaining to gold matters, particularly domestic con- 
vertibility, most recently in March and April, 1954. (See Hearings before a Subcommittee 
of the Committee on Banking and Currency, United States Senate, 83d Cong., second 
session, on s.13, 5.2332, s.2364, and s.2514, March 29-31, and April 1, 1954, Washington, 
1954, hereafter referred to as Senate Hearings. In these hearings, Mr. Randolph Burgess 
testified against an increase in the official United States price of gold, a position the pre- 
vious administration has also consistently taken.) Similar gold bills have also been in- 
troduced in the 1955 session of Congress. 


2. League of Nations, International Currency Experience (Geneva, 1944) is the best 
single source of information on gold problems of the interwar period. See also: T. Balogh, 
“Some Theoretical Aspects of the Gold Problem,” Economica, IV (New Series, 1937), 
274-94; article on gold in the Federal Reserve Bulletin (August, 1937); E. A. Golden- 
weiser, “The Gold Problem Today,” ibid. (January, 1940); C. O. Hardy, Js There 
Enough Gold? (Washington, 1936), and “The Price Level and the Gold Problem: Ret- 
rospect and Prospect,” American Economic Review, XXXI (1941 Supplement), 18-29; 
S. E. Harris, “Gold and the American Economy,” Review of Economic Statistics, XXII 
(1940), 1-12; League of Nations, Interim Report, Report and Documents of the Gold 
Delegation of the Financial Committee (Geneva, 1930 and 1932); F. Lehmann, “The 
Gold Problem,” Social Research, VII (1940), 125-50; R. A. Lester, “Gold Imports: Cost 
and Benefits,” American Economic Review, XXXI (1941), 340-41, with replies by Hardy 
and Neisser, ibid., 560-62; H. P. Neisser, “The Price Level and the Gold Problem,” ibid. 
(1941 Supplement), pp. 1-17; F. Machlup, “Eight Questions on Gold: A Review,” ibid., 
pp. 30-37; J. N. Reedman, “The Future of Gold Reconsidered,” South African Journal 
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has been a marked increase in interest in the question of the price 
of gold; and a not inconsiderable body of opinion has emerged in 
support of the view that its price is too low and should be raised. 

A number of professional economists have indicated full or quali- 
fied support for an increase in the world price of gold, principally— 
although by no means exclusively—as a contribution toward the 
solution of Sterling Area dollar problems.* Representatives of the 
governments of South Africa, Australia, and Canada—all gold-pro- 
ducing countries—have also made statements in support of an in- 
crease in the world price of gold.* And the Eighteenth Congress of 


of Economics, VII (1939), 135-48; U.S. Secretary of the Treasury, Annual Report for 
1940, pp. 125-27, which poses arguments against reducing the official United States price 
of gold as contained in a letter written by the Secretary on March 23, 1939, to Senator 
Wagner of the Banking and Currency Committee; C. R. Whittlesey, “The Gold Dilem- 
ma,” Quarterly Journal of Economics, LI (1937), 581-603, and with F. D. Graham, “Has 
Gold a Future?” Foreign Affairs, XVI (1938-39), 578-98. 


3. Hugh Gaitskell, former Chancellor of the Exchequer of the United Kingdom, has 
commented favorably on an increase in the price of gold as an aid to the solution of 
Sterling Area dollar problems (reported in the Toronto Daily Star, November 25, 1952). 
Sir Douglas Copland has also supported an increase in the price of gold for the same rea- 
son, but goes on to argue that it could contribute to the solution of world dollar shortage 
(Problems of the Sterling Areas with Special Reference to Australia, “Essays in Inter- 
national Finance,” No. 17 [Princeton, September, 1953]). A. R. Conan (The Sterling 
Area, London, 1952) notes the importance of the decline in the purchasing power of gold 
to Sterling Area dollar difficulties, but does not specifically propose an increase in the 
price of gold. A. C. L. Day (The Sterling Area, London, 1954) makes several oblique 
references to the desirability of raising the price of gold. D. H. Robertson (Britain in the 
World Economy, London, 1954) also notes the decline in the purchasing power of gold, 
but rejects the idea of an increase in its price. 


4. N. C. Havenga, Minister of Finance of South Africa, delivered statements at the 
annual meetings of the governors of the International Monetary Fund in September, 
1949, September, 1950, and September, 1952. Australia’s views were expressed by Sir 
Percy Spender, also at the annual meetings of the Fund, in September, 1952. The then 
Canadian Minister of Finance, Douglas Abbott, made a brief statement in the Canadian 
House of Commons on May 19, 1952, that Canada would “naturally welcome” an in- 
crease in the official U.S. price of gold (which, assuming no change in exchange rates, 
would mean an increase in the official Canadian price), a position that has been reaffirmed 
by Graham Towers, then Governor of the Bank of Canada, in testimony before the Ca- 
nadian House of Commons Standing Committee on Banking and Commerce on March 
25, 1954. 

There have also been reports that the British Chancellor of the Exchequer broached 
the subject of an increase in the price of gold in conversations in Washington in March, 
1953, as part of a program to make sterling fully convertible (R. F. Mikesell, Foreign 
Exchange in the Postwar World [New York, 1954], p. 517, citing Financial Times [Lon- 
don, March 27, 1953]). There is no mention, however, of the question of the price of 
gold in the résumé of these discussions in the Annual Report of the Secretary of the 
Treasury for fiscal 1953, pp. 57-58. Busschau has stated that it was an “open secret” (in 
early 1952) that Britain opposed South Africa in the International Monetary Fund on 
the question of raising the price of gold, while France, Holland, and Belgium supported 
South Africa (Financial Times [London, June 26, 1952]). Apparently Britain altered its 
position in the latter half of 1952. 

That gold producers would benefit from an increase in the official price of their product 
is patently obvious. The merits of their case as producers are not pertinent, however, to 
the questions here discussed. 
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the Chamber of Commerce of the British Empire has gone on record 
as indorsing the view that a rise in the price of gold would contrib- 
ute toward closing the dollar gap. 

But in addition to these expressions of what may be called “par- 
tial” interests in an increase in the price of gold, several people have 
argued for such an increase on more general economic grounds. In- 
cluded in this group are W. J. Busschau, Roy Harrod, Charles Rist, 
and M. A. Heilperin—all economists.° Professor John H. Williams 
has also expressed himself in a guarded way as a qualified supporter 
of an increase in the price of gold, but only as part of a larger pro- 
gram for world economic stability. Among professional economists, 
Mr. Harrod is certainly the most prominent exponent of an almost 
unqualified position in support of an increase in the price of gold. 
This paper is primarily an examination of Mr. Harrod’s case. Mr. 
Harrod’s views may be found in the several sources cited above, no 
one of which seems to contain the whole of the argument. Since his 
various statements were all made within a comparatively short time 


5. Busschau, “The Case for Increasing the Price of Gold in Terms of All Currencies,” 
South African Journal of Economics, XVII (1949), 1-22; “Keynesian Views on the Price 
of Gold,” ibid., XTX (1951), 34-44; “Dr. van der Horst and the Price of Gold—a Re- 
joinder,” ibid., pp. 386-90. “Changing Ideas on Gold since 1933,” ibid., XXII (1954), 
32-39; The Measure of Gold (South Africa, 1949) ; “America’s Role in Monetary Stabili- 
zation,” Optima, III (1953), 23-26; and his contribution to a forum of the National In- 
dustrial Conference Board, Shall We Return to a Gold Standard—Now?, “Studies in 
Business Economics,” No. 43, New York, 1954. 

The most fully developed statement of Mr. Harrod’s views may be found in a study 
prepared for the International Monetary Fund, “Imbalance of International Payments,” 
International Monetary Fund Staff Papers (April, 1953). Other relevant statements by 
Harrod may be found in The Dollar (London, 1953) ; “The Dollar Price of Gold,” Fi- 
nancial Times (London, September 12, 1951); The Pound Sterling, “Essays in Interna- 
tional Finance,” No. 13 (Princeton, February, 1952); “Self-Help and Helpfulness in 
British-American Trade,” Foreign Affairs (October, 1953) ; “The Role of Gold in Inter- 
national Payments,” Optima, II (1952), 8-11; and a statement prepared at the request of 
the Subcommittee of the Senate Committee on Banking and Currency, op. cit., pp. 129- 
38. (The study for the I.M.F. is also reprinted in the hearings of this committee, ibid., pp. 
188-233.) 

Rist, “Gold and Return to the Ideas of John Law,” South African Journal of Econom- 
ics, XIX (1951), 1-13. 

Heilperin, “Western Europe Rediscovers Money,” Fortune (September, 1952). 

A United Nations expert group under the chairmanship of Professor James W. Angell 
prepared a report on international financial problems in which it discussed in favorable 
terms the merits of an increase in the price of gold, but avoided a specific recommendation 
for such increase (United Nations, Department of Economic Affairs, Measures for In- 
ternational Economic Stability [New York, 1951]). See also “Prospects for the Gold 
Price,” Economist (London, December 6, 1952), pp. 705-6. 


6. Williams, “The British Crisis—a Problem in Economic Statemanship,” Foreign Af- 
fairs (October, 1949), reprinted in Economic Stability in a Changing World (New York, 
1953), p. 144; Trade Not Aid: A Program for World Economic Stability, Stamp Memo- 
rial Lecture, Oxford University, November, 1952 (Cambridge, 1954). Professor Williams 
has been widely quoted—somewhat inaccurately—as strongly favoring an increase in the 
price of gold. 
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and in a context which emphasized substantially the same problem 
—that of international liquidity—it seems fair to combine them in 


order that his argument be presented in as complete a form as pos- 
sible. 


THE Harrop CASE 


Briefly put, it is Mr. Harrod’s contention that: (1) gold is the 
only final form of international liquidity; (2) present monetary gold 
reserves and the likely annual accretions thereto at current prices 
are inadequate to support a general movement toward a more lib- 
eral trade and payments system than exists today while permitting 
high levels of world employment and activity; and (3) as a conse- 
quence, a general increase in the world price of gold is necessary. I 
shall first present Mr. Harrod’s case, then follow up in the next sec- 
tion with a critique. 

Mr. Harrod asserts that “. . . gold is the only medium yet known 
to us of net [international] liquidity.” The only other way in which 
net international liquidity could be increased would be through cre- 
ation of “international credit” by a world bank. “The International 
Monetary Fund could in principle supplement liquidity, but under 
its present articles only to a small extent in relation to world needs.’ 
Extension of credit by one country to another does not serve the 
purpose, since it does not result in a met increase in international 
liquidity.® 

Mr. Harrod observes that “[T]he plain fact of the matter is that, 
at the present valuation of gold in terms of goods, not all the gold 
in the world (including that in Fort Knox) is sufficient to provide 
nations with adequate reserves,” including “trifling” annual acces- 
sions through new production.*® The changed relation of the value 
of newly mined gold to goods has been of first-rate importance in re- 
lation to the problem of dollar imbalance. But even when the dollar 
gap is closed, the inadequacy of world gold reserves will remain." 

7. Senate Hearings, p. 131. See also Busschau (The Measure of Gold, pp. 2-3), who 


contends that gold is the only “global” money, meaning by this what Mr. Harrod calls 
“medium of net international liquidity.” 


8. Senate Hearings, p. 132. 


9. Neither does credit extension by the Internationa! Monetary Fund, incidentally, 
since it also involves an increase in the borrower’s international liabilities, a point no- 
where noted by Mr. Harrod. 


10. “Imbalance of International Payments,” p. 4. 


11. Ibid., pp. 4-5. Copland (op. cit., pp. 16-19) places considerable stress on the con- 
tribution which an increase in the price of gold could make toward the elimination of 
dollar imbalance. 
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The evidence which Mr. Harrod offers for the inadequacy of gold 
reserves is presented largely in the context of the problem of dollar 
shortage, although it seems clear that he intends his proposals to 
have more general relevance. In 1924 the monetary gold supply con- 
stituted 32 per cent of the annual value of the world’s export trade; 
the ratio rose in 1933 to about 100 per cent (excluding Russian 
holdings), gold held outside the United States alone being 60 per 
cent of the annual value of world trade. Gold production increased 
sharply during the 1930’s, but this easement of the situation was 
neutralized by the large and sustained capital flow to the United 
States. In 1951 the world’s gold outside the United States was only 
17 per cent of world export trade, new gold production having in- 
creased only 1.1 per cent per annum between 1946 and 1951. The 
reasons for this shift in the postwar period have been: (1) a decline 
in the purchasing power of gold; (2) an increase in the volume of 
world trade; and (3) more than half of new gold output, 1946-51, 
went into private hoards.” 

Mr. Harrod makes some calculations with respect to the problem 
of dollar imbalance. He takes the 1936-38 annual average gold pro- 
duction figure of $892 million, increases this by one-third in line 
with the increase in world production and trade in 1950-51 over 
1936-38, subtracts from this 5 per cent for industrial uses, and mul- 
tiplies the resulting amount by 2} to reflect the increase in the prices 
of internationally traded goods in dollar terms, thus obtaining an 
annual figure of $2.6 billion of new gold outside United States avail- 
able for monetary uses. This figure is to be compared with the 
average annual U.S. surplus on goods and services 1950-52 of $2.5 
billion, to which private capital outflow must be added. Had gold 
production responded as assumed, and had the price of gold risen 
parallel with the prices of internationally traded goods, this calcula- 
tion indicates, according to Mr. Harrod, that gold reserves outside 
United States would have risen without United States aid between 
1950 and 1952, and/or restrictions on dollar importation could have 
been reduced.** 

12. “Imbalance of International Payments,” p. 3. Mr. Harrod suggests in another 
place as a criterion of “adequacy” of reserves that a country should be able to finance a 
10-20 per cent fluctuation in its trade balance, lasting for one or two years, without im- 
port restrictions (Senate Hearings, p. 132). 


Busschau’s measure of “adequacy” is the ratio of gold reserves to money supply (in 
the conventional sense). 


13. “Imbalance of International Payments,” pp. 10-11. Mr. Harrod does point out 
that these figures are approximations only. Busschau is apparently doubtful of the extent 
of the contribution which an increase in the price of gold will make toward closing the 
dollar gap (“America’s Role in Monetary Stabilization,” op. cit.). 
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Mr. Harrod argues that deflation in the rest of the world outside 
United States, even if desired, would have been of no avail in in- 
creasing the commodity value of gold reserves and thus producing 
an adjustment in the ratio of gold supply to world trade, unless it 
was adopted by the United States. He contends that the only prac- 
ticable solution to the problem of inadequate reserves is to raise the 
world price of gold; the situation requires a doubling of the price.'* 

In Mr. Harrod’s program, the United States would have to be a 
large and continuing net buyer of gold from the rest of the world of 
perhaps $1 billion per annum. Such purchases would make a consid- 
erable contribution toward “rectifying” dollar imbalance.’® But, ac- 
cording to Mr. Harrod, the United States also has a “serious need” 
for additional gold, as cover to meet its growing requirements for 
money, as a contingency reserve against possible foreign repatria- 
tion of American dollar assets, and—most important of all—as a 
reserve for use in the event of another war. Mr. Harrod stresses 
that, in the latter event, the United States would find its foreign ex- 
penditure requirements much heavier and occurring sooner than 
during World War II, mainly since it would not have the advantage 
of substantial unemployment such as existed in the late 1930’s and 
early 1940’s. A large part of the world, furthermore, would become 
neutral, and while credit arrangements might be possible among 
belligerents, neutrals might be unwilling to trade on anything but a 
“cash” basis. “Thus, in relation to possible requirements the liquid 
reserve of the United States is very small, and this is a point of great 
weakness.”’'® 

14. The Dollar, p. 154. In the study for the International Monetary Fund, Mr. Harrod 
explicitly disavows that he is prescribing an increase in the price of gold as a desirable 
policy. His report “. .. must not be taken necessarily to imply any pointers for future 
policy” (“Imbalance of International Payments,” p. 1). In view of the wide circulation 
which this study has received, it should be noted that elsewhere Mr. Harrod has in fact 
made precisely such a recommendation. 

Mr. Harrod earlier argued for a unilateral increase in just the official United States 
price of gold, ie., for a depreciation of the U.S. dollar with respect to the currencies of 
the rest of the world (Financial Times [London, September 12, 1951]). More recently, 
however, he has argued for a world-wide increase in the price ; one mechanism for achiev- 


ing this result could be a uniform reduction in the par values of the currencies of mem- 
bers of the International Monetary Fund. 


15. There is an ambiguity in the term “dollar imbalance” as used here. In one inter- 
pretation the United States would be meeting a chronic dollar deficit through gold im- 
ports; the gap would be filled but not rectified. But this is not a serious criticism in the 
present context. 


16. Senate Hearings, pp. 133-35. In The Dollar (p. 141), Mr. Harrod states that he 
thinks it “rash” to consider that the United States trade balance or the flow of interna- 
tional investment might some day alter to make the United States feel the need of central 
reserves more acutely. Mr. Harrod also argues in support of full domestic gold converti- 
bility in the United States on grounds that it would enable and compel any administra- 
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CRITIQUE OF THE HARROD CASE 


The foregoing summary of Mr. Harrod’s views should make it ap- 
parent that he has raised some exceedingly difficult questions of 
international finance, centering on the meaning and purpose of inter- 
national liquidity and “net” international liquidity and on the “ade- 
quacy” of the supply of international liquid assets. The answers to 
these questions are by no means as self-evident—at least to me—as 
Mr. Harrod seems to imply. 

The concept of international liquidity is, to begin with, not unam- 
biguous.** The term may mean simply international money; or it 
may mean the degree to which internationally held assets have 
money properties. Mr. Harrod seems to use the term in the first and 
more restricted sense. To be classed as international money, assets 
should be at least: (a) freely acceptable in settlement of interna- 
tional obligations; and (b) readily accessible.’* In a world of freely 
convertible currencies and with unquestioned confidence in the abil- 
ity to convert in the future, any currency of any country in the 
world can perform the function of international money. As long as 
pounds and dollars and francs are freely convertible into one an- 
other, the holder of these currencies is indifferent as to which one he 
holds; and any person to whom these currencies are paid is indiffer- 
ent as to which one he obtains. The test of acceptability and availa- 
bility seems clearly met, therefore, by convertible currencies, as well 
as by gold.’® 





tion to resist pressure to which it may become subject to embark upon an inflationary 
course. He does not indicate what relationship, if any, he sees between this proposal and 
his proposal to increase the price of gold. 

Busschau also contends that the United States “needs” increased reserves as a means 
of improving its ability to make external investment on a large scale (South African 
Journal of Economics [1949], p. 20; The Measure of Gold, p. 134). 


17. For a thoughtful discussion see H. W. Arndt, “The Concept of Liquidity in Inter- 
national Monetary Theory,” Review of Economic Studies, XV (1947-48), 20-26. 


18. It is difficult to know what is meant by those such as Professor Rist (review article 
on Busschau’s The Measure of Gold, in South African Journal of Economics, XVII 
[1949], 376) who argue that gold is the most suitable international money because of its 
stable “value.” If by value is meant its price in terms of various currencies, then what 
stability it has shown largely derives from its official monetary status, particularly the 
stability of mint prices of gold. If value means power to command goods and services in 
exchange, the evidence is far from conclusive that the “value” of gold is more stable 
than that of other forms of money. 

For an interesting volte face from well-known earlier views on the question of mone- 
tary management versus “automatic” gold standard and the “value” of gold, see H. 
Schacht, Gold for Europe (London, 1950), translated from the 1949 German edition. 


19. This is not to suggest that the prewar I gold standard operated in this simple man- 
ner. As Arndt observes (op. cit., p. 23), all currencies were not in fact generally accepted, 
even though convertible into gold. Certain currencies, notably the British pound, were 
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Now Mr. Harrod himself observes that a currency that is freely 
convertible into gold can serve as an international means of settle- 
ment especially, I should add, if there is confidence in the ability 
and willingness of the monetary authorities of the country con- 
cerned to maintain convertibility. The U.S. dollar could be used for 
this purpose instead of gold, but it is presently, says Mr. Harrod, as 
scarce as gold itself. Mr. Harrod suggests, however, that even if the 
problem of dollar imbalance is solved, the shortage of gold will re- 
main.”° But, in this eventuality, the U.S. dollar would be “as good 
as gold” for purposes of international settlement (or perhaps gold 
would be as good as the US. dollar! ). 

Mr. Harrod also notes that the pound sterling, although not freely 
convertible into gold, and EPU units of account perform an impor- 
tant international settlement function. But, according to Mr. Har- 
rod, these devices are ad hoc expedients, which only postpone the 
need for a “radical cure” for gold shortage.”* If, however, Mr. Har- 
rod is willing to concede that inconvertible pounds and EPU units 
of account can serve as international means of settlement, why stop 
here? Short- or even long-term securities of the government of a for- 
eign power whose currency is convertible may be considered as part 
of a country’s international monetary reserves; the Canadian Ex- 
change Stabilization Fund, for example, holds a portion of what the 
government calls its “official gold and dollar reserves” in the form 
of short- and even long-term U.S. government securities. Bankers’ 
acceptances, which before World War II used to finance a very 
large portion of total world trade, are to some extent in the same 
category. And from there one may grade off to high-grade corporate 
and other securities officially or unofficially held, and commercial 
bank holdings of foreign assets of one sort or another. The list could 
be even further extended. It is apparent that other assets have 
money properties in some degree, and that one is compelled to 
broaden the concept of international money to include other inter- 
national “liquid” assets besides gold and even convertible curren- 
cies. 


“key currencies,” partly because of the credit facilities available in these centers and 
partly because of the confidence in the willingness and ability of institutions such as the 
Bank of England to pay in gold on demand. Cassel has even cast some doubt, however, 
on the effective ability of private individuals to convert into gold under the prewar I 
system (The Downfall of the Goid Standard [London, 1936], p. 16). 


20. “Imbalance of International Payments,” pp. 4—5. 


21. Ibid. Mr. Harrod has added credits obtained from the IMF as “in principle” per- 
forming this function. 
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To this argument Mr. Harrod has one fundamental objection: 
none of the foregoing represents additions to world liquid assets, 
since an increase in one country’s assets automatically means a cor- 
responding increase in another country’s liabilities; and in the event 
that countries find themselves short of reserves, “beggar-my-neigh- 
bor” policies of various sorts become probable. The only solution is 
an increase in net international liquidity, i.e., as a practical matter, 
says Mr. Harrod, in world monetary gold reserves. 

This idea of “net” international liquidity is also an illusive one. 
If we interpret the term as “means of final payment,” one could 
make a case for the view that ultimately the only means of final 
payment is in goods and services,”* in which case the concept of 
“net” international liquidity would appear to have little significance. 
Gold becomes merely one among many types of assets that countries 
are willing to hold. If, however, the term is interpreted as the net 
world ability to meet certain international contingencies, then ac- 
count would have to be taken of the total amount and distribution 
of all international assets (and liabilities). It may be that gold is the 
most “liquid” of these assets, but liquidity is not necessarily the 
main criterion for evaluating the ability of the world to cope with 
even temporary payments difficulties. 

Or again, how is one to treat the problem of the time dimension 
in calculating the world’s net liquidity? Suppose a five-year loan is 
obtained from the International Monetary Fund, which is immedi- 
ately withdrawn in the form of a convertible currency. Does this 
represent a “net” increase in international liquidity? As we noted 
earlier, there is clearly an increase in the borrowing country’s lia- 
bilities. Mr. Harrod nowhere deals with this question.” 

The concept of international liquidity also requires some assump- 
tions as to exchange rate policy. No international means of settle- 
ment would be required if exchange rates were permitted to fluctu- 
ate freely; rates would be established for various currencies which 
would clear the market of all bids and offers at any one time. At the 
other extreme, a policy of a fixed exchange rate without any restric- 
tions on external payments or receipts certainly implies the exist- 
ence of some means of settling imbalance in external accounts, espe- 

22. A similar point is made by H. G. Johnson in a review of Busschau’s The Measure 
of Gold in the Economic Journal, LX (1950), 571-73. See also Johnson, “The Case for 
Increasing the Price of Gold in Terms of All Currencies—a Contrary View,” Canadian 


Journal of Economics and Political Science, XVI (1950), 199-209, and Busschau’s reply 
in South African Journal of Economics (1951), pp. 40-41. 


23. Busschau has discussed this problem at some length in The Measure of Gold. 
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cially if, as Mr. Harrod assumes, countries are committed to full 
employment programs. The amounts required, however, would be 
considerably less if it was postulated that restrictions on trade and 
payments are, or might be, imposed. And somewhere in between 
would lie a policy of flexible exchange rates with or without restric- 
tions.** 

Mr. Harrod could contend, no doubt, that manipulation or free 
fluctuation of exchange rates and imposition of restrictions consti- 
tute “beggar-my-neighbor” policies, which he is seeking to avoid. 
But this would be an oversimplification. Consider, for example, the 
problem of flight and speculative capital movements which has been 
such a prominent feature of world payments problems since at least 
World War I. It is generally accepted today that control over these 
typically disequilibrating capital flows constitute good international 
behavior on the part of countries. 

The concept of international liquidity would appear furthermore 
to have little meaning apart from the structure of trade and pay- 
ments which it is to support. A country does not hold international 
liquid assets to finance transactions in general, but to finance trans- 
actions with specific countries at specific times.** The problem of in- 
ternational liquidity cannot be treated separately from the problem 
of structural imbalance in world trade and payments. 

The point may be illustrated by Sterling Area postwar payments 
problems. The Sterling Area as a whole would no doubt be a major 
beneficiary of an increase in the price of gold. But the United King- 
dom would have to earn additional gold from the Union of South 
Africa and Australia and other Sterling Area producers in exactly 
the same way as it has to earn sufficient amounts of the currencies 
of overseas Sterling Area countries to finance imports from these 
countries, unless, of course, the overseas Sterling Areas are willing 


24. On this and related points see League of Nations, International Currency Experi- 
ence, pp. 13-16, and R. Nurkse, The Conditions of International Monetary Equilibrium, 
“Princeton Essays in International Finance,” No. 4 (Princeton, 1945), p. 16. 


25. Studies by Folke Hilgerdt (League of Nations, The Network of World Trade, Ge- 
neva, 1942) and William Adams Brown, Jr. (The International Gold Standard Reinter- 
preted 1919-1934, New York, 1940), have emphasized the importance of the structure of 
trade and payments to the functioning of the pre-World War I economic system, and 
its significance to approaches to more recent problems of re-establishing a more liberal 
trading world. See also M.A. Kriz, The Price of Gold, Princeton Essays in International 
Finance, No. 15 (Princeton, July, 1952), pp. 10-12. Professor Williams’ “key currency” 
proposals for post-World War II international monetary reconstruction were made for 
precisely this reason (see his Postwar Monetary Plans and Other Essays, Second Edition, 
New York, 1945, chaps. i-iii, pp. 3-62). The International Monetary Fund has in practice 
operated in much this manner. 
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to hold additional sterling assets in unlimited amounts, which is cer- 
tainly not the case.” 

It is apparent that various types of assets, debt instruments and 
bank deposits as well as gold, can serve as international means of 
settlement in varying degrees, and that the concept of international 
liquidity is more complex and subtle than Mr. Harrod implies. The 
difficulties involved in the treatment of the problem point to the 
need for a theory of international asset holding and its relation to in- 
ternational expenditure, a theory which has yet to be formulated in 
comprehensive terms.”* 

We have cited Mr. Harrod’s evidence for the “inadequacy” of 
world monetary gold reserves and potential accretions thereto at 
current prices. Mr. Harrod contends that the ratio of monetary gold 
stocks to world trade is too low. Even if we were to concede his ar- 
gument that gold is the only final form of international liquidity and 
that the latter concept has real meaning, the assertion that gold 
stocks are too low is suspect. His comparison for this purpose is 
1951 and 1933. It will be recalled that 1933 was the bottom of the 
depression and was the time when extensive trade and payment con- 
trols were in existence. This would apply through the whole of the 
1930’s. The postwar ratio of gold to trade would appear more favor- 
able if a comparison was made with the 1920’s—a comparable boom 
period.”* Even this comparison is, however, of questionable value. It 

26. The announcement that South Africa is terminating its arrangement to provide 


£50 million in gold per annum to the central Sterling Area pool is illustrative (see The 
Economist [London, December 25, 1954], p. 1098). 

Mr. Harrod is certainly aware of the structural aspects of payments problems. He has 
stressed, for example, the detrimental effect of the export of capital from the United 
Kingdom upon the British balance of payments (The Pound Sterling, pp. 20-22). As we 
have noted at several points, furthermore, Mr. Harrod’s program is largely presented 
in the context of dollar shortage. (The title of his paper for the IMF is “Imbalance of 
International Payments.”) Apart from some emphasis on the United States “needing” 
larger gold reserves, however (see below for a discussion of this point), Mr. Harrod does 
not treat the problem of the structure of trade and payments as at all central to his argu- 
ment. For a detailed criticism of an increase in the price of gold as a solution to problems 
of dollar imbalance and maldistribution of reserves see Kriz, op. cit. 


27. Arndt, op. cit., represents a partial effort in this direction. 


28. Kriz, op. cit., p. 11. The International Monetary Fund prepared a study in 1952 at 
the request of the U.N. Economic and Social Council on international monetary reserves. 
Its data show that the ratio of official gold reserves (including the gold and reserves of 
the international agencies) to world commodity imports, c.if., was 43 per cent in 1928, 
compared with 75 per cent and 78 per cent in 1951 and 1952 respectively. Official gold 
reserves excluding international agencies and the United States were 35 per cent of world 
imports c.if., excluding U.S. imports, in 1928, and 39 per cent and 40 per cent in 1951 
and 1952 respectively (“The Adequacy of Monetary Reserves,” IMF Staff Papers, Octo- 
ber, 1953, Table 3, p. 207). This Fund study contains an excellent statement of the con- 
cept of international liquid assets. 

Other criticisms of Mr. Harrod’s calculations could be made: for example, that he 
properly might have excluded other “dollar” countries besides the United States, such as 
Canada, in his calculation of holdings of gold outside the “dollar area.” 
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will be recalled that there was considerable concern for the ade- a cou 
quacy of gold supplies in the late 1920’s, which led to the appoint- defici 
ment of the Gold Delegation of the League of Nations. It is also simil: 
pertinent to note that British gold reserves prior to 1914 were very and « 
small, despite the fact that Britain was the hub of the prewar I the n 
trading and payments system.” and « 
The notion of “adequacy” of reserves in a global sense is, like the the f 
notion of reserves itself, most ambiguous. There seems little doubt the u 
that one is compelled to approach the problem from the broad view- a col 
point o1 the various types of assets internationally held, the degree requ 
to which they have money properties, and the contingencies for distr 
which they are held. Simple measurement of world monetary gold total 
reserves, or ratios to world trade, will not serve by themselves. deta 
Global concepts would seem to have little significance apart from obvi 
the structure of world trade and payments and the problems and M 
policies of specific countries. An enumeration of some of the factors ing” 
influencing the “need” for reserves by particular countries will serve the | 
to illustrate the point. anot 
The concept of “adequacy” is meaningful only if countries are men 
prepared to take action to balance their external accounts over some Wor 
defined time span, but not if there is a long-term, chronic imbalance ever 
in world payments. Or, putting the same point slightly differently: try- 
increased reserves that are utilized to finance long-term develop- fore 
mental foreign exchange needs will be dissipated before long, so that amo 
no amount of reserves will be “adequate.” Among other relevant basi 
factors are: (1) domestic policy with respect to external accounts lige 
and with respect to the performance of the economy internally, in- inv¢ 
cluding the level of income and employment; (2) seasonal variation seer 
in current account items; (3) natural and political factors and simi- I 
lar changes in the circumstances of countries; (4) changes in terms pha 
of trade; (5) the dependence of the country on imported materials. pric 
equipment, and food (e.g., the United Kingdom): (6) inventories este 
on hand of internationally traded goods (the drawing down of do- 7 
mestic inventories of such goods represents a method of “financing” wei 
external deficits for a time at least: (7) the absence or existence of a 
equilibrating short-term capital movements, that is, whether or not nine 
29. J. Viner, Studies in the Theory of International Trade (New York, 1937), p. 264 ove 
Professor Viner, however, makes a particular point of noting that “from the late 1820’s 
to the end of the century a continuous succession of writers called attention to the in- not 
adequacy of the gold reserve” (ibid., p. 265). On the small size of prewar I gold reserves. it is 
see also R. G. Hawtrey, The Gold Standard in Theory and Practice (Fourth Edition, 
London, 1939), p. 94; William Adams Brown, Jr., op. cit., Vol. IT, pp. 774-78. 30 
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a country can count on short-term loans from abroad to finance a 
deficit; (8) supplements to reserves from grants or long-term loans, 
similar to the previous item; (9) the restrictions on the use of gold 
and other international reserves, for example, the requirement that 
the monetary authorities maintain a certain gold cover against note 
and deposit liabilities; (10) the existence of uncertainty concerning 
the future course of the external situation of a country the greater 
the uncertainty existing and the less the confidence in the ability of 
a country to withstand shocks, the larger the reserves that would be 
required; and finally, (11) the world distribution of reserves, mal- 
distribution being just as significant a notion for “adequacy” as the 
total amount involved. We cannot here discuss all these points in 
detail, although their bearing on the point in hand seems rather 
obvious.*° 

Mr. Harrod has also made some point of the United States “need- 
ing” larger gold reserves as a defense potential. He suggests that, in 
the event that the United States were to be projected rapidly into 
another war, it might find its need for international means of settle- 
ment much greater and occur much earlier than it ever did during 
World War II. This argument strikes me as a curious one. In the 
event of an all-out shooting war, it is more probable that no coun- 
try—even neutral countries—will be willing to accept gold, or even 
foreign exchange, in return for goods except in quite limited 
amounts, but rather would seek other goods on a more or less barter 
basis. Furthermore, other means of financing trade among allied bel- 
ligerent countries would doubtless be arranged and would probably 
involve very little actual transfer of gold. The “war chest” idea 
seems quite crude. 

It seems unfortunate that Mr. Harrod has placed so much em- 
phasis on this question of inadequacy of gold reserves and of the 
price of gold, particularly since he is being widely cited by inter- 
ested parties as presenting an “expert” viewpoint. This writer is in 
sympathy with the position that present international monetary re- 
serves (gold and foreign exchange and other appropriate interna- 
tionally held assets in varying degree) are inadequate and should be 
increased. That the way to achieve this result is to increase mone- 
tary gold reserves through raising the price of gold is, I submit, an 
oversimplification. My principal objection is that the proposal does 
not take specific account of the structure of trade and payments that 
it is to support. There would appear, furthermore, to be real dangers 


30. See Fund study cited above. 
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of placing too much stress on the purely monetary aspects of inter- 
national payment problems to the neglect, or at least the pushing 
into the background, of the more fundamental questions of struc- 
tural changes in world trading and payments relations which under- 
lie present payments problems.** 

A much more sophisticated proposal, it seems to me, is that of an- 
other United Nations expert group, under the chairmanship of Pro- 
fessor E. Ronald Walker, which suggested that countries which 
have payments surpluses for cyclical reasons should be prepared 
automatically to provide additional amounts of their own curren- 
cies.** This intriguing proposal has much wider implications than as 
a measure to deal with cyclical payments problems. The Economist, 
for example, being pessimistic concerning the possibility of closing 
the “dollar gap,” has proposed a “new international payments sys- 
tem” in which surplus countries should be prepared to hold other 
than their own currencies or gold.** The proposal avoids the usual 
objections to once-for-all increases in reserves through raising the 
price of gold or through increasing quotas of members of the Inter- 
national Monetary Fund and, furthermore, provides automatically 
for additional amounts of those specific currencies that are in 
“short” supply. The idea is, in short, to make contingent increases 
in reserves in a manner closely related to the structural imbalance 
in world payments. Certain obvious political objections might be 
raised, for example, that the United States Congress might be un- 
willing to commit the United States to such an indefinite obligation; 
but equally delicate political questions must be faced in increasing 
the price of gold. 


31. Cf. United Nations Economic Commission for Europe, Economic Survey of Eu- 
rope since the War (Geneva, 1953), p. 135; Williams, Trade Not Aid, pp. 25-26. 


32. United Nations Department of Economic Affairs, National and International 
Measures for Full Employment (New York, 1949), pp. 62-63. 


33. “Living with the Dollar,” Economist (London, November 22, 1952), p. 580. It was 
also reported in the press in the summer of 1954 that some type of stand-by credit ar- 
rangements were under study by the United States as part of a convertibility drive. This 
is another proposal closely akin to that of the Walker group. 
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DIVIDEND POLICIES AND COMMON 
STOCK PRICES 


James E. WALTER 
University of California, Berkeley 


I 


IN A RECENT issue of this JouRNAL, Professor Harkavy presented a 
statistical analysis of the relationship between retained earnings and 
common stock prices.’ His principal conclusion is that, while com- 
mon stock prices vary directly with dividend payout ratios at any 
given time, their degree of appreciation over a period of time is asso- 
ciated with the proportion of earnings which are retained. Only brief 
reference is made to the fact that the crucial consideration is the 
profitable utilization of investors’ fynds. Empirical studies of this 
type should be encouraged and are of definite value provided careful 
consideration is given, both before and after their preparation, to 
the underlying theoretical propositions. 

Based upon the belief that stock-market behavior is susceptible 
of rationalization, an attempt is made in this paper to fabricate a 
theoretical model which depicts the relationship between dividend- 
policies and common stock prices. Attention is of necessity re- 
stricted to the common stocks of large public corporations because 
of the imperfect market for the securities of small companies and of 
the close identification of small firms with their principal sharehold- 
ers. The fundamental premise upon which the formulation rests is 
that, over longer periods, stock prices reflect the present values of 
expected dividends.” The phrase “over long periods” is inserted to 
permit abstraction from the distortions caused by short-run specu- 
lative considerations. 

Granted this premise, retained earnings influence stock prices 
principally through their effect upon future dividends. The fact that 
some stocks may have substantial market value even though little 
or no dividends are anticipated in the foreseeable future need not 

1. Oscar Harkavy, “The Relation between Retained Earnings and Common Stock 
— Large, Listed Corporation,” Journal of Finance, VIII, No. 3 (Sept., 1953), 


2. See J. B. Williams, The Theory of Investment Value (Cambridge: Harvard Uni- 
versity Press, 1938), p. 6, for a similar position. 
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contradict this proposition. Undistributed earnings are immediately by fi 

realizable to the shareholder, at least in part, provided prospective possi 

investors can be found who are willing to wait and to assume the re- relat 

quired risk. assig 
In analyzing the present worth of future dividends, the concept the 1 


of capitalization rate is utilized in preference to that of multiplier, abili 
which is customarily employed by security analysts. The capital- 
ization rate for any stock is simply the reciprocal of the multi- 
plier. Since capitalization rates are expressed in percentage terms, 
their use simplifies the presentation and facilitates direct compari- T 
sons with rates of return on additional investment. 


expa 


Capitalization rates are determined by the underlying yield on a 
safe securities and by the required risk premiums. The yield on tics 
safe securities is conditioned by such factors as monetary and debt ket 
policy, income distribution, the intensity of present as opposed to creg 
future wants, and productivity. The basic risk premium, as meas- rati 
ured by the difference between the yield on safe securities and the holc 
capitalization rate on high-grade common stocks, is dependent upon tha 
the economic climate and government policy. Interindustry differ- I 
ences in size, capital structure, efficiency, and diversification occa- gin: 
sion substantial variations in capitalization rates among corpora- tion 
tions. tain 

The level and diversity of capitalization rates influence the suc- ing. 
ceeding analysis in at least two respects. The higher the level of the 
capitalization rates, both individually and generally, the fewer are for 
the companies whose stocks qualify as growth stocks. The greater cies 
the diversity of capitalization rates and the more numerous their de- rat! 


terminants, the less feasible it becomes to talk in terms of average ] 
or normal capitalization rates. The concept of market capitaliza- 





tion rate must therefore be defined arbitrarily in order to exclude ro 
irrelevant heterogeneity. vet 
The proposition that all common stocks behave in a reasonably on 
uniform manner does not appear to be warranted by the observed tril 
variations in stock prices. As a result, three groups, referréd to re- en 
spectively as growth stock, intermediate and creditor stock cate- wo 
gories, are isolated for consideration. A fourth possibility, the de- pel 
clining stock category, is ignored because of its presumed unimpor- 
tance in a growing economy. ane 
Diversity of dividend policy is often regarded as one of the prin- usa 
cipal features which differentiate among these groups. Growth re 
stocks are customarily characterized by low dividend payout ratios: ~ 


intermediate stocks, by medium to high ratios; and creditor stocks, 


poli 
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by fixed dividend rates irrespective of short-run earnings. With the 
possible exception of creditor stocks, however, the dividend-earnings 
relationship is neither a necessary nor a sufficient condition for 
assigning stocks to any given category. ‘The crucial consideration is 
the rate of return on additional investment. The greater the profit- 
ability, the more likely is management—in the interests of rapid 
expansion—to retain a substantial percentage of earnings. 


Il 


The concept “growth stock” is familiar to investors and is under- 
stood to refer, in general terms, to common stocks which possess 
superior prospects for long-term appreciation. Surface characteris- 
tics of growth stocks include low dividend payout ratios, high mar- 
ket multipliers (i.e., low capitalization rates), and prices which in- 
crease through time with relative rapidity. Low dividend payout 
ratios constitute an accepted feature of growth stocks, since share- 
holders are presumed to benefit more from the retention of earnings 
than from their employment elsewhere at the going rates. 

In qualifying for membership in the growth stock category, mar- 
ginal profitability is the basic criterion. The rate of return on addi- 
tional investment determines the magnitude of future dividends ob- 
tainable from given amounts of retained earnings or external financ- 
ing. The anticipated level of future dividends, when discounted at 
the appropriate capitalization rate, in turn yields the present value 
for a given stock. If the rate of return on added investment is suffi- 
ciently great, it follows that low dividend payout ratios may add to, 
rather than subtract from, stock values. 

For the purpose of demonstrating the potential influence of re- 
tained earnings upon stock prices, let us assume that earnings re- 
tention is the sole source of additional funds; that both the rate of 
return on added investment and the market capitalization rate are 
constants; and that all increments to earnings are immediately dis- 
tributed to shareholders. The market capitalization rate for any giv- 
en corporation is defined as the reciprocal of the multiplier which 
would prevail in the market if the dividend payout ratio were 100 
per cent.* Treating the stream of future earnings as perpetual (or at 


3. This definition is introduced simply to preclude the possibility that capitalization 
rates will be interpreted to reflect the effect of varying dividend policies. To illustrate, let 
us assume that companies A and B have identical earnings per share ($10), Ra (20 per cent), 
and R. (10 per cent), but have pavout ratios of 75 per cent and 50 per cent respectively. 
Substituting in equation (1), we find that A has a V, of $125 and B, of $150. The ratio of 
E to V., which might be called the unadjusted or composite capitalization rate, is thus 


8 per cent for A and 63 per cent for B. The difference is attributable to divergent dividend 
policies. 
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least of indefinite duration), the present value of any common 
stock can then be expressed in mathematical terms as 


Roepe _ py, (1) 


Cy 
CY 
bre 


where D is cash dividends, E is earnings, Ra is the rate of return on 
additional investment, and R. is the market capitalization rate.‘ 

Equation (1) reveals the importance of both the dividend pay- 
out ratio and the relationship between R. and R-. Whenever Ra ex- 
ceeds R., the present worth of future dividends resulting from the 
retention of earnings is greater than the dollar magnitude of re- 
tained earnings. The lower the dividend payout ratio, under such 
circumstances, the higher is the value of the growth stock. 

A currently high rate of return on additional investment for a 


given corporation need not automatically transform its stock into | 


a growth stock. In the first place, the high rate must persist over a 
reasonable period of time. The market’s judgment of a common 
stock is of necessity based primarily upon past experience. The 
corporation’s willingness to invest is also influenced by the antici- 
pated permanence of R, to the extent that increments to earnings 
lag behind the retention of earnings. In the second place, high rates 
of return on added investment must not be offset by correspond- 
ingly high market capitalization rates. In so far as new industries 
are characterized by small, insufficiently capitalized firms and ma- 
ture industries by large, conservatively financed companies, Ra and 
R. may well be directly associated. 

As observed in footnote 4, modifications in equation (1), which 
provide added realism at the expense of simplicity, do not alter the 
results in any fundamental respect. Anticipated declines in the re- 
turn on additional investment (R.) affect stock values and raise 


4. The second version of equation (1) is presented to show the extent to which V, will 
exceed (or fall short of) the ratio of E to R,. As in the case of most gross simplifications, 
equation (1) presents difficulties if used without modification. To illustrate the point and 
to indicate the type of modification which might be made, let us consider time as an endless 
succession of periods. Based upon equation (1) and its underlying assumptions, the value 
of the stock in question will rise in each period (without cessation) by an amount equal 
to R, (E—D)/R.. Since diminishing returns are an almost inevitable consequence, Ra must 
be viewed—for practical purposes—as a weighted average of r1, 72, . . . , 7n-1, Where 7 repre- 
sents the rate of return on added investment at any given point (period) in time andr, = 0 
By weighted is simply meant that r;, 72, etc., must, because of the proximity to the present, 
be assigned greater importance than rp_1, fn-2, etc. 
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serious doubts as to the propriety of permanently low dividend pay- 
- out ratios. As long as Ra continues to exceed Re, however, the sub- 
stantial retention of earnings appears beneficial to shareholders. 

The recognition of external sources of new financing enables 
growth stocks to possess low “composite” capitalization rates even 
in the presence of high dividend payout ratios.° The market in ef- 
fect endeavors to forecast the willingness and ability to use external 
sources and discounts future dividends attributable thereto. Despite 
this consideration, stock prices can still be expected to vary in- 
versely with dividend payout ratios, provided Ra exceeds Re. 

Even without reference to capital gains taxation, the market ap- 
pears justified in according special treatment to growth stocks in 
the sense of low “composite” capitalization rates. The all pervasive- 
ness of uncertainty may of course occasion conservative interpreta- 
tions of future earnings and may restrict recognized membership 
in the growth stock category to a relatively few outstanding cor- 
porations. For doubtful cases, retained earnings and dividends may 
simply be regarded as equivalents. Alternatively, the prices of mar- 
ginal growth stocks may be adversely affected, provided dividend 
payout ratios are below what the market believes to be a reason- 
able compromise. 

At least one further factor functions to lessen the present worth 
of retained earnings relative to current dividends. This considera- 
tion concerns the emphasis placed upon balanced portfolios, i.e., 
diversification by investors. To the extent that the market values 
of growth stocks appreciate through time more rapidly than those 
of their asset holdings, investors may be induced to redistribute the 
increment among all components of their portfolios.® 

Whenever portfolio readjustment must be achieved through the 
sale of shares, as opposed to the utilization of cash dividends, cer- 
tain costs and risks are incurred.’ Transfer costs, comprising com- 
missions and taxes, have to be met. Market prices are conditioned 
by short-run influences and need not reflect longer-run capitalized 


5. The prevailing ratio of earnings to stock prices for a given company at any time can 
he thought of as a composite rate. The basic component is the market capitalization rate 
(R.), as interpreted above. From R- is deducted (if a growth stock) a percentage equivalent 
to the relative increase in the present worth of future dividends which is attributable to 
earnings retention or, as the case may be, to external financing. 


6. The line of reasoning is quite similar to that underlying the “substitution effect” 
in the theory of consumer choice. For the sake of simplicity, however, it is assumed that 
the problem of present versus future consumption does not arise. 


7. As indicated subsequently, these considerations may be partially offset by the pref- 
erential tax treatment of capital gains. 
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values at any given time. In addition, the augmented supply of 
growth shares on the market—resulting from efforts to diversify— 
may depress their prices below what they otherwise would have 
been. 

The consequence is that the appropriate test for growth stocks 
from the viewpoint of shareholders may not be simply Ra ex- 
ceeds R-, but rather Ra exceed R- by an amount sufficient to cover 
the cost of added diversifiation. That is to say, 


Ra_ 
DtE +3 E— D) 


V.= 


(1a) 
where p is the premium associated with the cost of diversification. 
Except for outstanding cases, the isolation of growth stocks for 
empirical study does not appear to be a simple task. As suggested 
previously, changes in earnings from period to period are likely to 
be discontinuous and to be associated with past, rather than current, 
sources of funds. The reason is simply that the expansion of both 
facilities and markets takes time. The reported levels of historical 
earnings, which is the principal basis for estimating future earn- 
ings, are dependent upon arbitrary accounting techniques. In addi- 
tion, price-level changes often provide a misleading illusion of 
growth. In some instances, these and other factors lead the market 
astray; in other cases, they lead the analyst to believe that the 
market’s evaluation is incorrect when in actual fact it is not. 


Ill 


Preferential tax treatment of capital gains, as opposed to dividend 
income, affects growth stocks in at least two respects. It augments 
the value of retained earnings and hence increases growth stock 
prices, provided personal income taxes levied upon marginal share- 
holders exceed zero. It also gives certain superior non-growth stocks 
the status of growth stocks. 

Wherever rates of return on additional investment are positive, 
the retention of earnings by corporations raises both the anticipated 
level and the present worth of future dividends. As the present val- 
ues of future dividends change through time and are reflected in 
stock prices, shareholders are able to realize these gains by selling 
portions of their holdings. Shareholders benefit from this form of in- 
come realization to the extent that the preferential tax treatment of 
capital gains reduces their total tax. In addition, the realization cri- 
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terion for the capital gains tax enables shareholders to time security 
sales so as to minimize further their total tax burden. 

The presence of organized security exchanges limits rather sub- 
stantially the observed impact of capital gains taxation. The more 
perfect the market in which common stocks are traded, the less is 
the ability to distinguish among buyers or sellers unless legal or in- 
stitutional barriers are erected. In the absence of discrimination and 
of individual bargaining, only the tax savings derived by marginal 
shareholders from capital gains taxation will be reflected in security 
prices. 

Equation (1) indicates that, given certain simplifying assump- 
tions which do not distort the underlying relationships, a dollar of 
retained earnings is the equivalent of a dollar of dividends multi- 
plied by the ratio of Ra to R-. If this equivalence is adjusted for 
the special tax treatment of capital gains, the equation becomes 

_ l; or R, = es ( 


S . 
R, Ss 


bo 


where s is one minus the tax rate on capital gains and ¢ is one minus 
the marginal tax rate on personal income, both as related to 
marginal shareholders. If allowance is also made for the existence 
of dividend tax credits, as provided in the recently passed technical 
tax relief bill (1954), form (2) is transformed into 


R=-——2. (2a) 


where c is the dividend tax credit, expressed in percentage terms. 

Equations (2) and (2a) demonstrate that superior non-growth 
stocks may be raised to the status of growth stocks as a result of 
preferred tax treatment for capital gains. That is to say, the reten- 
tion of earnings need not be disadvantageous to shareholders even 
though R, is somewhat less than Re. 

For illustrative purposes, let us assume that the marginal tax 
rate on the personal income of marginal shareholders is 50 per cent; 
that the tax rate on capital gain is 25 per cent; that the dividend 
tax credit is 4 per cent; and that the market capitalization rate (R-) 
is 10 per cent. Substituting these figures into equation (2a), Ra is 
found to be 7.2 per cent. At this point it is immaterial to marginal 
shareholders whether earnings are retained or distributed. In the 
event that R. exceeds 7.2 per cent, under these conditions the stock 
in question takes on the characteristics of a growth stock. 





ES a 
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Alternative assumptions may produce significantly different re- tive 
sults. If, for example, the marginal tax rate on personal income is of fi 
20 per cent and the rate on capital gains is 10 per cent, Ra becomes in tl 
9.3 per cent. The basic propositions nonetheless continue to hold. ont 
Si 
av well 
A substantial majority of all “listed” industrial common stocks pror 
undoubtedly belong to the intermediate stock group. Surface char- four 
acteristics of this category are dividend payout ratios in excess of 50 of “ 
per cent, multipliers which range in the neighborhood of the average num 
multiplier for all “listed” corporations, and prices which increase nore 
slowly through time. Shareholder pressure is exerted for substantial assu 
payout ratios, since stock prices tend to vary directly with the level give 
of dividend payout ratios.’ Although the retention of earnings leads justi 
to appreciation in stock values, shareholders benefit from the re- appl 
ceipt of dividends and their investment elsewhere at the going mar- W 
ket rate. the | 
In assigning stocks to this category, the underlying consideration port 
is whether the present value of future dividends attributable to re- thou 
tained earnings at the margin is greater or less than the correspond- at le 
ing dollar amount of earnings retention. This question is essentially that 
the same as that raised in connection with growth stocks. Its resolu- the : 
tion hinges, in similar fashion, upon the relationship between Ra, ad- cess 
justed for the preferred tax treatment of capital gains, and R-. As borr 
shown by equation (1) and as modified by equation (2), if “ad- its r 
justed” Ra exceeds R., the common stock in question is a growth F 
stock; if “adjusted” R. is less than R. but greater than zero, it is an debt 
intermediate stock. una! 
The preponderance of the intermediate stock group, particularly men 
where large and mature public corporations are concerned, appar- ings 
ently leads many investment analysts to recommend high dividend cent 
payout ratios as a general rule. The best-known advocates, Graham earr 
and Dodd, state that the investment value of any industrial common bens 
stock equals E 
M(D+}E), oa |= 

per 
where M, the multiplier, is the reciprocal of the “assumed” appro- rela 
priate capitalization rate, D is expected dividends, and E£ is ex- mai 

pected earnings.® Essentially theirs must be regarded as a conserva- . 
8. B. Graham and D. L. Dodd, Security Analysis (New York: McGraw-Hill Book Co., —_ 
1951; 3d ed.), p. 410. simp 
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tive approach which presumably emphasizes both the uncertainness 
of future earnings and the inevitable decline, at some point in time, 
in the rate of return on additional investment even for expanding 
enterprises. 

Since equation (3) stresses the dividend factor, it is reasonably 
well adapted to the intermediate stock category. In the equation 
proper, a dollar of dividends is presumed to be the equivalent of 
four dollars of retained earnings. In terms of equation (1), the ratio 
of “adjusted” R. to R- is thus fixed at one-fourth. Inasmuch as the 
numerous other possible relationships between Ra. and R- are ig- 
nored, the multiplier must be adjusted for differences between the 
assumed normal relationship and the actual relationship in any 
given circumstance. For growth stocks, the magnitudes of the ad- 
justments required in M assume such significance that the general 
application of equation (3) does not appear to be feasible. 

Whatever the approach employed to evaluate intermediate stocks, 
the presumed level of current dividends is important, but not all im- 
portant. Expansion may still be beneficial to shareholders even 
though Raz is less than R-, provided the added investment is financed 
at least in part by borrowed funds.® The essential requirements are 
that the corporation in question be conservatively financed and that 
the excess of R. over the interest rate be sufficient to offset the ex- 
cess of R. over Ra. If conservatively financed, the augmented use of 
borrowed funds need not appreciably affect either the multiplier or 
its reciprocal. 

For illustrative purposes, let us assume that the conventional 
debt-equity ratio is one-half; that the market capitalization rate is 
unaffected as long as this relationship ho!ds; and that added invest- 
ment is financed by the same proportions of debt and retained earn- 
ings as the conventional ratio. If, under such conditions, Ra. is 6 per 
cent and the interest rate is 3 per cent, the rate of return on retained 
earnings becomes 7.5 per cent. The retention of earnings is thus 
beneficial to shareholders, provided R. is less than 7.5 per cent. 

Even if the use of borrowed funds is ignored, the maximum fea- 
sible dividend payout ratio is likely to be something less than 100 
per cent for intermediate stocks. In some instances, maintenance of 
relative position within the industry may be essential for profit 
maintenance. Whatever the relation of Ra to Re, the affected cor- 

9. Unlike the case of capital gains taxation, benefits derived from the use of borrowed 
funds do not accrue automatically to shareholders. Their existence depends upon man- 


agement policy. For this reason, the possibility of utilizing borrowed funds is introduced 
simply as a qualification to the intermediate stock category. 
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poration must then keep pace with the industry and with other 
firms. Otherwise, the company loses out, and its over-all profit rate 
declines. In other instances, a substantial portion of reported earn- 
ings may be atributable to price-level changes. If the real position 
of a given company is to be maintained, a portion of reported earn- 
ings will then have to be retained. In still other instances, cash may 
simply be unavailable for dividends. 


V 


A third group, the creditor stock category, may now be isolated 
for examination. Creditor stocks are so named because they possess 
many of the attributes of debt instruments. The most important of 
the similarities is that, in determining the present worth of creditor 
stocks, almost exclusive emphasis is placed upon the prevailing level 
of dividends. Average yields on creditor stocks are somewhat higher 
than those on bonds, for shareholders lack legal protection and have 
no equity cushion upon which to rest. The limited ability of institu- 
tional investors to hold any type of equity share, due principally to 
legislative restrictions and to the nature of their obligations, also 
contributes to the yield differential between bonds and creditor 
stocks.”® 

As contrasted with the growth and intermediate stock categories, 
the retention of earnings occasions little or no appreciation in credi- 
tor stock prices over time. The low present value of retained earn- 
ings may be attributable to the fact that the rate of return on ad- 
ditional investment approximates zero. It may be attributable to 
management which elects to retain earnings during prosperous pe- 
riods and to hold them in liquid form for distribution during de- 
pressed periods. It may be attributable to public regulatory commis- 
sions which pass the benefits derived from earnings retention on to 
the public. 

In a relevant sense the inclusion of this category modifies, as well 
as extends beyond, the preceding analysis. Stocks can no longer be 
said to qualify automatically for membership in the growth and in- 
termediate stock groups depending upon whether “adjusted” Ra is 
greater or less than R-. The ultimate distribution of additional earn- 
ings is not a foregone conclusion; retained earnings need not be em- 
ployed in the most profitable fashion; and economic considerations 
are not the sole criterion. 


10. As the pressure to obtain satisfactory yields on investments increases, however, the 
gradual relaxation of legislative restrictions is likely to occur. 
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The ability of shareholders to influence the policies of either man- 
agement or regulatory commissions is frequently circumscribed. As 
a result, stock prices are of necessity conditioned by the expected 
behavior of management and government in the light of their past 
actions. If management and/or regulatory commissions regard 
shareholders as creditors and if the underlying economic conditions 
permit their treatment as such, it follows that the stocks which are 
thus affected will assume many of the characteristics of credit in- 
struments. 

Common stocks of large, well-established public utilities offer ex- 
cellent possibilities for inclusion in the creditor stock category.” 
Public utilities in general are characterized by an underlying ele- 
ment of stability and by close regulation. Rates tend to be adjusted 
so as to provide reasonable and stable returns to shareholders. Divi- 
dend payout ratios normally range in the neighborhood of 75 per 
cent, and sources of additional funds are largely external.’” 

The acceptance of the idea that shareholders are creditors is re- 
flected in the dividend policy of the largest of all public utilities. 
For more than three decades American Telephone and Telegraph 
has annually declared a nine-dollar dividend. 

Common stocks of large, mature industrial corporations whose 
earnings possess a reasonable degree of stability are likely to ex- 
hibit at least some features of creditor stocks. Management often 
elects to stabilize the dollar amount of dividends declared annually, 
thereby reducing dividend payout ratios during prosperous periods 
and raising them during depressed periods. To the extent that re- 
tained earnings are then held in liquid form, “cash” cushions are 
created which bear marked similarities to the equity or earning- 
power cushions provided for senior securities. 

Needless to say, the point of delineation between intermediate 
stocks and creditor stocks is difficult to ascertain.’* Given the sep- 
aration of ownership from control for large, public corporations, it 
may well be that shareholders are generally viewed by the manage- 
ments of these companies as a form of creditor. In numerous in- 
stances, however, the nature of the corporation may be such that 
this attitude cannot readily be translated into policy. 


li. It is not meant to imply that all, or even the great majority, of utility stccks are 
creditor stoc!:s. $ ay actually be growth stocks. The crucial considerations appear 
to be whether regulatory commissions permit retained earnings to augment the invested 
capital base and whether the allowable rate of return exceeds or falls short of Re. 


12. Postwar payout ratios are noticeably below those for the immediate prewar pe- 
riod, perhaps reflecting the impact of substantial price-level changes. 

13. In other words, Ra—in the sense of most profitable uses of funds—may be less 
than R,, but greater than zero, for creditor stocks as well as intermediate stocks. 
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A further consideration relates to the willingness of the market to 
recognize and accept creditor stocks. Unless the corporation in ques- 
tion is extremely well known and has a long and stable dividend rec- 
ord, it is doubtful whether the market will accord its stock special 
treatment. Special treatment, in this instance, refers to lower capi- 
talization rates and to more stable stock prices than would otherwise 
be the case. If market acceptance is not forthcoming, the stock re- 
mains simply an inferior member of the intermediate stock cate- 
gory. 

As a final point, the behavior of creditor stock prices can still be 
expected to resemble in many respects that of common stock prices 
in general. First, even where common stocks are creditor oriented, 
dividends ordinarily exhibit some relation to earnings and vary ac- 
cordingly. This proposition follows from the absence of contractual 
agreements between management and shareholders. Second, since 
common stocks have no maturity dates, creditor stock prices are not 
conditioned by maturity values. This situation is, however, little dif- 
ferent from that of bonds possessing remote maturities and no dif- 
ferent from that of Consols. 

Third, wherever regulatory commissions exist, rate revisions cus- 
tomarily operate with a lag. During the interim, higher earnings at- 
tributable to the retention of earnings may permit higher dividends. 
The converse is, of course, also true. Finally, the possibility is al- 
ways present that, as management and commissions change, policies 
may also change. 


VI 


The basic premise that stock prices, over longer periods, reflect 
the present values of anticipated future dividends permits deriva- 
tion of a model which possesses substantial plausibility. In distin- 
guishing between growth and intermediate stocks, the crucial ques- 
tion becomes whether or not the capitalized values of future divi- 
dends attributable to the retention of earnings are greater than the 
dollar magnitudes of retained earnings. Wherever greater, i.e., wher- 
ever rates of return on additional investment exceed market capi- 
talization rates, the common stocks in question belong to the growth 
stock category. In the case of growth stocks, low dividend payout 
ratios can be expected to enhance stock values. 

In certain instances, common stocks may assume the characteris- 
tics of growth stocks despite the fact that rates of return on added 
investment are less than market capitalization rates. The preferred 
tax treatment of capital gains augments the worth of retained earn- 
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ings and enables more stocks to qualify as growth stocks. In addi- 
tion, the combined use of borrowed funds and retained earnings 
makes it beneficial to retain earnings under special circumstances. 

For most large industrials, rates of return on additional invest- 
ment are presumed to exceed zero, but to be less than the corre- 
sponding market capitalization rates. This condition leads to the 
commonly observed, direct relationship between dividend payout ra- 
tios and common stock prices. Although earnings retention occasions 
appreciation in stock prices over time, shareholders benefit from the 
distribution of the maximum feasible amount of earnings. 

Acceptance of the fact that the control over large public corpora- 
tions is often vested in management and regulatory commissions 
gives rise to the creditor stock category. For this group, the princi- 
pal determinant of common stock prices is the prevailing level of 
dividends, capitalized at appropriate rates. Although retained earn- 
ings may augment dividend stability and thereby reduce capitaliza- 
tion rates, they contribute little to the prospects for higher dividends 
in the future. 

Granted the inadequacies and diversity of statistical data, a model 
of this type has considerable utility as a foundation for empirical 
analysis. Most important of all, it provides a tentative basis for clas- 
sifying common stocks. Even in the event that the model is not en- 
tirely valid, the heterogeneity of the statistical sample may still be 
reduced. Secondly, it specifies the necessary information and estab- 
lishes interesting relationships for empirical verification. Finally, if 
—as is more than likely—the statistical data are inadequate for 
thoroughgoing analyses, they may nonetheless be sufficient to con- 
firm or deny the model. 











JUNIOR MORTGAGES IN REAL ESTATE FINANCE 
A CASE STUDY 


WriiiaM N. KINNARD, Jr. 
University of Connecticut 


THE NEED for a fuller understanding of the phenomenon of junior 
mortgage financing has been ably demonstrated by Professor Fred 
E. Case in a recent article in the Journal of Finance.’ Professor 
Case points out that this type of mortgage lending has grown in 
relative volume in the post-World War II period, although remain- 
ing a quantitatively minor portion of residential mortgage finance. 
While analysis of junior mortgage financing data from the 1950 
Census of Housing is deemed significant, “the individualistic charac- 
ter of regional mortgage markets does not permit generalization of 
the findings, until studies on local mortgage market financing prac- 
tices have been completed.’ 

One such study is provided by Professor Case for the Los Angeles 
County market. From an analysis of residential junior mortgage 
recordings for the period January 1, 1952—June 30, 1953, he finds 
that junior mortgages did not represent a quantitatively significant 
proportion of total residential mortgage financing. They were pri- 
marily purchase-money mortgages made by individuals on single- 
family owner-occupied homes, averaging $2,000 or less in size, and 
calling for amortization over short terms at 6 per cent interest. 
While the repayment record on junior mortgages was good, there 
was a higher delinquency rate than for conventional first mortgages.* 

A similar study has been made for the Middletown, Connecticut, 
market, except that multifamily and non-residential properties have 
also been included. The emphasis of the Middletown study was 
placed on the years 1945-52. In addition, junior mortgage lending 
for selected years at five-year intervals from 1920 was studied to 
provide a historical perspective. 

For each year covered, a 100 per cent sample of mortgage record- 
ings was taken from the Middletown Land Records. Each property 
was checked for use and ownership in the property descriptions in 
the Tax Assessor’s Office. 

1. Fred E. Case, “The Use of Junior Mortgages in Real Estate Financing,” Journal of 
Finance, Vol. X, No. 1 (March, 1955). 

2. Ibid., p. 42. 3. Ibid., p. 49. 
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Both the Los Angeles County and the Middletown real estate 
markets were active markets in the postwar period. While compari- 
sons of absolute figures would be quite misleading because of the 
great disparity in the size of the two markets, some indication of 
the levels of activity may be given. 

Professor Case reports that in 1953 there were 224,370 deeds re- 
corded in Los Angeles County, 84,853 residential building permits 
issued, and 225,131 real estate loans recorded, having a value of 
$1.9 billion.* With 1952 as the base year, “the number of junior 
mortgages recorded in Los Angeles County in the selected period 
increased at a rate greater than the rate for all trust deeds.’” 

In Middletown, there were 556 warranty deeds recorded in 1952, 
228 residential building permits issued, and 505 real estate loans 
recorded, totaling $6.1 million in value.* Using 1952 as a base, be- 
tween 1950 and 1952 there was an increase of 38.9 per cent in 
transfer activity, 14.9 per cent in residential building permits, and 
43.3 per cent in mortgage lending. Over the same period, junior 
mortgage lending increased much more markedly, recording gains 
of 225 per cent for junior residential loans, and 595 per cent for all 
junior mortgage loans! While this dramatic rate of increase did not 
continue for long, preliminary samples have revealed that the same 
relationship between junior mortgage lending and other aspects of 
real estate activity continued in Middletown in 1953 and 1954. 


THE MIDDLETOWN MARKET’ 


Middletown is a retail and manufacturing center on the Connecti- 
cut River. The population rose from some 18,000 in 1920 to over 
28,000 in 1952. The local mortgage market is locally oriented and 
relatively isolated from the adjacent mortgage and money markets 
of Hartford and New Haven. There has been a continous relative 
abundance of long-term loan funds available from local savings in- 
stitutions and individuals. Four local savings institutions dominated 
the market until 1950, when two outside savings and loan institu- 
tions entered the market on a significant scale. 

FHA-insured loans have never represented more than a very 
minor proportion of residential lending. VA-guaranteed loans be- 


4. Ibid., p. 47. 5. Ibid., p. 48. 

6. Middletown Land Records, Town Clerk’s Office, Middletown, Connecticut. 

7. The data in this section are derived from a study of the Middletown mortgage 
market conducted by the author and reported in “The Middletown Mortgage Market,” 


Middletown Planning Studies (Middletown: Commission on the City Plan, 1955), 
mimeographed. 
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came important after 1949, predominantly on new houses. The bulk 
of residential financing has been in the form of conventional loans, 
however. This has been particularly true of lending by local mort- 
gages. Even in the postwar period, these lenders have concentrated 
on conventional first mortgages calling for 66 per cent loan-to-value 
ratios for fifteen years at 5 per cent interest. 

The Middletown mortgage market serves a small area as com- 
pared with the Los Angeles County market. It differs from the latter 
in that it is considerably more localized and isolated from outside 
sources of mortgage loan funds. The use of junior mortgages to 
facilitate residential construction found in Los Angeles has been al- 
most unknown in Middletown. The concentration of residential 
mortgage lending on conventional first mortgage loans has meant a 
general lack of residential loan funds on the more liberal terms pro- 
vided through the FHA and VA programs. The net effect has been a 
secondary wave of demand for junior mortgage funds to offset the 
high equity requirements of local lenders on conventional first 
mortgages. 


SUMMARY OF FINDINGS 


During the 1920’s, junior financing constituted a significant pro- 
portion of total mortgage lending in the Middletown mortgage mar- 
ket. Particularly on residential properties, the primary reason for 
the importance of junior mortgages was a system of low loan-to- 
value ratios on first mortgages, coupled with a boom psychology 
which discounted the dangers of pyramiding mortgage debt. 

The typical residential junior mortgage of this period was on an 
owner-occupied 2—4-family dwelling which had been held by the 
mortgagor for some time before the junior mortgage was made. It 
was a second mortgage, which was held by an individual mortgagee 
to maturity. It amounted to approximately $1200, called for interest 
at 6.5 per cent, and was not amortized. Contract maturity was 
three years, while actual maturity was four years. This pattern is 
shown in Table 1, together with the most common characteristics of 
non-residential junior mortgage loans made between 1920 and 1930. 
The form of Table 1 follows that used by Professor Case so that 
comparisons with his findings may be made readily. 

Also shown in Table 1 are the characteristics of the typical resi- 
dential and non-residential junior mortgage loan made in Middle- 
town between 1945 and 1952. The type of property, occupancy, pur- 
pose, priority of lien, and mortgagee had not changed since the 
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1920’s. The size of loan increased, however, and contract interest 
declined. Maturities lengthened somewhat, and amortization was 
more prevalent. Actual maturity figures must be treated carefully 
because the percentage of mortgages still outstanding as of January 
1, 1955, was quite high. Every junior mortgage was a conventional 


TABLE 1 


CHARACTERISTICS OF TYPICAL JUNIOR MORTGAGES MADE, 
MIDDLETOWN, CONNECTICUT, 
1920-30 AND 1945-52 


RESIDENTIAL NON-RESIDENTIAL 
1920-30 

Loan size $1200 
Contract interest rate 6.5 per cent 6.0 per cent 
Amortization No No 
Contract maturity 3 years 6 years 
Actual maturity 4 years 5 years 
Priority of lien 2d 2d 
Frequency of interest pay- Semiannual Semiannual 

ment 
Type property 2-4 family Commercial or industrial 
Occupancy Owner-occupied Owner-occupied 
Purpose of loan Continue existing ownership Continue existing ownership 
Mortgagee Individual Individual 
Manner mortgage acquired Originated Originated 

by final mortgagee 

1945-52 

Loan size $2500 $8000 
Contract interest rate 5.0 per cent 5.0 per cent 
Amortization No Yes, monthly 
Contract maturity 5 years 6 years 
Priority of lien 2d 2d 
Frequency of interest pay- Monthly Monthly 

ment 
Type property 2-4 family Commercial or industrial 
Occupancy Owner-occupied Owner-occupied 
Purpose of loan Continue existing ownership Continue existing ownership 
Mortgage Individual Individual 
Manner mortgage acquired Originated Originated 


by final mortgagee 


Source: Middletown Land Records, Town Clerk’s Office, Middletown, Connecticut. 


loan subordinate to a conventional first mortgage, which meant that 
the FHA-VA combination loan program did not affect the Middle- 
town market at all.® 

In contrast with Professor Case’s findings for the Los Angeles 
County area, new construction has not been financed through jun- 
ior mortgages on any significant scale. The larger, older properties 
have predominated in residential junior mortgage financing in the 
postwar period. Contractors, construction companies, and real estate 


8. Ibid. 
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men have been a negligible source of junior mortgage funds. Only 
six loans were made by such lenders between 1945 and 1952. 

Junior mortgages in Middletown have financed the continued 
ownership of real estate, rather than property purchase. The pur- 
chase-money mortgage, which Professor Case found to predominate 
in residential junior mortgage financing in Los Angeles County, was 
employed in only 9.4 per cent of the residential junior mortgages 
made in Middletown between 1945 and 1952, and 18.2 per cent of 
the non-residential junior mortgage loans. 

While junior mortgage financing has never been a major factor 
in total mortgage lending in Middletown during the years after 
1945, the relative growth of this form of lending at the end of the 
period of analysis suggests that forces have been at work in the 
market to give an impetus to junior mortgage financing. 

Employment and incomes have been high in the Middletown mar- 
ket throughout the postwar period. Foreclosures and defaults on 
mortgage loans have been negligible. Junior mortgages have, as a 
rule, been paid off at or before maturity. The mortgagor has had 
sufficient income to carry the charges on both the first and junior 
mortgages, whether the property has been residential or non-resi- 
dential in character. 

Mortgagors on all types of property have tended to obtain as 
large a first mortgage as possible. Local mortgagees, on the other 
hand, have concentrated on conventional loans calling for high 
equities. This has been particularly true of mortgages on structures 
already in existence for some years. FHA and VA loans have been 
almost exclusively on new, single-family dwellings. In order to main- 
tain comparable equity conditions of existing, especially larger, resi- 
dences, owners and purchasers have had to resort to junior mortgage 
financing. 

Mortgagors have been both uninformed and immobile in their bor- 
rowing behavior. The Middletown market is generally isolated and 
insulated from outside lenders, especially for loans on existing prop- 
erties. Local lenders have made mortgage loans available on such 
properties only on a conventional loan basis. Investigation of jun- 
ior mortgage loans made has revealed that mortgagors have ini- 
tially tied up a disproportionate amount of their liquid capital in an 
equity payment on real estate. Subsequent need for funds has led 
to a resort to junior mortgage financing.® 

In those cases in which junior mortgages have arisen out of prop- 


9. Survey of mortgagors in the Middletown market conducted by the author, Jan- 
uary—March 1955. 
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erty purchase directly, the relatively high equity requirements of 
local lenders on conventional first mortgages has also been the basic 
cause. In every reported instance, the buyer has had sufficient in- 
come to finance the transaction, but insufficient equity funds.’° The 
seller has rarely been forced to offer junior financing to the buyer 
to complete the sale. 

The upsurge in junior mortgage financing which occurred in 1951 
and 1952, and which continued through 1953 and 1954 at a more 
modest rate, coincided with a large influx of new families into Mid- 
dletown. Employment opportunities in the large manufacturing cen- 
ters to the north attracted over 1400 new residents to the city in 
1951 and 1952. The increased demand for real estate which resulted 
was felt in both the construction and the existing property areas. 
Only in the latter did junior mortgage financing appear, however. 
The terms on which first mortgage loans were made on such proper- 
ties constituted the most important market factor in this upswing 
in junior mortgage financing. 


CHARACTERISTICS OF JUNIOR MorTGAGE LENDING IN MIDDLETOWN 
1. THE VOLUME AND IMPORTANCE OF JUNIOR MORTGAGES 

Junior mortgage declined in both volume and importance in the 
postwar period, as compared with the 1920’s. It showed a resurgence 
in 1951 and 1952, however, which maintained itself in 1953 and 
1954. The dollar volume and relative importance of junior mortgage 
lending is shown in Table 2. 

Although the data are not presented in Table 2, the number of 
junior mortgages also increased at the end of the period covered. 
Junior mortgage financing has consistently been more important for 
non-residential than for residential mortgage lending. 


2. TYPE OF PROPERTY 

Both residential and non-residential mortgages were studied in 
Middletown. It was felt that non-residential mortgage lending is an 
integral part of the functioning of the local market, and that the 
demand for these loans impinges upon total mortgage demand as 
well as on the terms and volume of total mortgage lending. The 
great majority of business enterprises and mortgagors on business 
properties in Middletown are individuals, whether operating as pro- 
prietorships or partnerships. Mortgage lending to such mortgagors 
has been undertaken on essentially the same terms as that on resi- 
dential properties. In addition, it was found that in Middletown the 


10. Ibid. 
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bulk of non-residential loans are for $20,000 or less. Loans of this 
size are often, if not usually, included as residential mortgages in 
many studies of both local mortgage markets and the national pat- 
tern of mortgage lending. 

Table 3 indicates that the larger proportion of junior mortgage 
lending in Middletown has been on non-residential properties. A sig- 


TABLE 2 


VOLUME OF JUNIOR MORTGAGE LENDING, 
MIDDLETOWN, CONNECTICUT, 
SELECTED YEARS, 1920-52 


$000 and as a Percentage of Total Mortgage Lending 


Non-RESIDENTIAL 


PROPERTIES 

ALL Properties RESIDENTIAL PROPERTIES Percentage 

Percentage Percentage of of Total 

YEAR $000 of Total $000 Total Res. $000 Non-Res. 
ee 285 26.3 104 20.3 181 31.6 
rack, 415 17.6 229 19.8 186 15.0 
1930.... . 507 31.6 190 27.5 317 34.7 
ad 112 14.2 34 9.4 78 15.7 
ee 113 11.6 54 ie 59 20.5 
1945... ; 104 6.9 39 4.4 65 10.2 
1946..... 116 5.0 67 4.7 49 5.3 
BO « 2 6a 189 Pe 29 1.6 160 19.6 
Sere 90 2.7 59 2.4 31 3.7 
2a 78 a3 45 2.0 33 3.8 
1950. . , 60 1.7 42 1.4 18 3.5 
aa 104 me 40 1.1 64 8.7 
a 418 6.9 137 2.9 281 20.3 


Source: Middletown Land Records 


nificant percentage of the total has been on residential real estate, 
however. Junior mortgages on 2—4-family residences have usually 
equaled or exceeded the volume of loans on single-family properties. 
Well over half the non-residential lending has been on commercial 
and industrial property, although junior mortgages on land and 
farms have increased in importance on the average over the postwar 
period. 

The phenomena shown in Table 3 run counter to some of Pro- 
fessor Case’s findings. As is seen in the following section, junior 
mortgage lending on properties already owned has usually exceeded 
that used to finance property purchase. The older, existing resi- 
dences have generally required more junior mortgage financing, 
largely because of the conservatism of first mortgagees in granting 
such loans.** The older residences in Middletown have also usually 


11. Middletown Land Records. 
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been the larger ones, originally designed for occupancy by more 
than one family, or subsequently converted to this use. While more 
junior mortgage loans have been made on 2-4-family residences 
than on single-family homes for this reason, the differential has been 
relatively slight over the years. The important factor is that existing 
residences have required junior mortgage financing when any junior 
mortgage lending has been made. The fact that the older, existing 
residences are often 2—4-family structures is a historical accident 
which does not necessarily reflect any fundamental market phe- 
nomenon. 


TABLE 3 
PERCENTAGE DISTRIBUTION OF JUNIOR MORTGAGE LENDING 
BY TYPE OF PROPERTY, 
MIDDLETOWN, CONNECTICUT, 
SELECTED YEARS, 1920-52 


RESIDENTIAL Non-RESIDENTIAL 

Single 2-4 Multi- Comm, Land- 
YEAR Total Family Family Family Total and Ind. Farms Other 
1920.... 2.5 ys & 14.0 0.0 63.5 57.2 6.3 0.0 
ee eee 23.6 31.6 0.0 44.8 40.0 3.4 1.4 
1930... RE ee 25.0 7.0 62.5 55.0 1.6 5.9 
ieee... 30.4 5.4 24.6 0.0 69.6 55.4 14.2 0.0 
1940.... 47.8 12.4 35.4 0.0 52.2 38.7 13.5 0.0 
1945. . Be 25.0 12.5 0.0 62.5 52.9 9.6 0.0 
1946 57.8 30.2 27.6 0.0 42.2 27.6 14.6 0.0 
1947... 3.3 10.1 » 0.0 84.7 82.6 , 0.0 
1948 65.6 ae. 34.5 0.0 34.4 24.4 10.0 0.0 
1949 57.7 16.7 41.0 0.0 42.3 41.0 Pe 0.0 
1950 70.0 18.3 51.7 0.0 30.0 RB, re | 6.6 
ee 20.2 18.3 0.0 o1.° 3.7 24.0 3.8 
1952 32.8 13.6 17.2 2.0 67.2 64.6 1.7 0.9 


Source: Middletown Land Records 


3. PURPOSE OF LOAN 


Table 4 shows the distribution of junior mortgages made in Mid- 
dletown by the purpose of the loan for both residential and non- 
residential properties. No junior construction loans were made in 
any year covered by the study. 

For a mortgage to be considered a purchase-money mortgage here, 
the grantor of the property must have taken a mortgage from the 
grantee within thirty days of the signing of the deed. Within the 
framework of this definition, the proportion of purchase-money 
mortgages, particularly on residential properties, is surprisingly 
small. Conventional junior mortgages involving a transfer of funds, 
rather than simply of credit, predominated when junior mortgages 
were employed to finance property purchase. 
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4. THE LENDERS 


Individual lenders have dominated junior mortgage financing of 
all types of property throughout the period under consideration. 
Their share of junior mortgage lending increased in the postwar 
years, while mortgage companies, real estate companies, and finance 
companies declined in importance. Junior mortgage lending by banks 
has been restricted to loans on properties when the mortgagee insti- 
tution already holds the first mortgage. Such loans have often been 
collateral loans for non-real estate purposes. Life insurance com- 
panies and savings and loan associations have not been permitted 
to make junior mortgage loans. 


TABLE 4 


PERCENTAGE DISTRIBUTION OF JUNIOR MORTGAGE FINANCING 
BY PURPOSE OF LOAN AND BY TYPE OF PROPERTY, 
MIDDLETOWN, CONNECTICUT, 

SELECTED YEARS, 1920-52 


RESIDENTIAL PURCHASE Non-RESIDENTIAL PURCHASE 

Already Conven- Purchase Already Conven- Purchase 
YEAR Owned Total tional Money Owned Total tional Money 
1920 42.3 57.7 40.4 17.3 12.2 87.8 54.1 33.7 
1925 63.3 36.7 29.7 7.0 61.8 38.2 26.3 11.9 
1930 87.9 12.1 8.1 4.0 89.6 10.4 8.2 Pe: 
1935 91.2 8.8 0.0 8.8 42.3 57.7 53.8 3.9 
1940 85.2 14.8 7.4 7.4 33.9 66.1 6.7 59.4 
1945... 39.0 61.0 39.0 22.0 30.8 69.2 53.8 15.4 
1946 53.7 46.3 28.4 17.9 30.6 69.4 26.5 42.9 
1947 38.0 62.0 44.9 17.1 5.6 94.4 75.6 18.8 
1948 59.3 40.7 40.7 0.0 83.9 16.1 16.1 0.0 
1949 77.8 22.2 13.4 8.8 84.8 15.2 15.2 0.0 
1950 83.3 16.7 4.2 2.2 100.0 0.0 0.0 0.0 
1951 55.0 45.0 40.0 5.0 90.6 9.4 9.4 0.0 
1952 62.8 37.2 18.8 18.4 be 44.8 42.3 2a 


Source: Middletown Land Records 


The changing pattern of distribution of junior mortgage lending 
in Middletown is shown in Table 5, which clearly shows the con- 
solidation of individual mortgagees as the basic source of junior 
mortgage funds. 

Junior mortgages have also been an important outlet for mortgage 
funds for individuals. Over 50 per cent of total mortgage lending by 
individuals during the 1920’s was in the form of junior mortgages. 
In the postwar period, 1945-52, over 32 per cent of mortgage lend- 
ing by individuals was on junior mortgages. In general, junior mort- 
gages have been more important in non-residential than in residen- 
tial lending by individuals. In both areas, however, there was a 
strong upsurge after 1950. 
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When they did enter the mortgage market at all, business cor- 
porations, finance companies, and mortgage companies generally 
loaned on junior mortgages, both before and after World War II. 
Only in the latter half of the 1920’s did junior mortgages represent 
an important proportion of bank mortgage loans, and then it was 
the commercial banks to which junior mortgages were most im- 
portant. 


TABLE 5 


PERCENTAGE DISTRIBUTION OF JUNIOR MORTGAGE LENDING BY TYPE 
OF LENDER AND TYPE OF PROPERTY, MIDDLETOWN, CON- 
NECTICUT, SELECTED YEARS, 1920-52 


FINANCE, 
MUTUAL Com- REAL Estate, 
SAVINGS MERCIAL MORTGAGE ALL 
YEAR BANKS BANKS INDIVIDUALS CoMPANIES OTHERS 
Residential 
1920. . . 10.6 0.0 72.1 14.4 2.9 
1925. 6.1 6.6 66.4 19.2 i 
1930 5.3 20.5 39.5 29.0 5.7 
1935 0.0 35.3 52.9 2.9 8.9 
1940 ; 13.0 3.7 74.1 5.6 3.6 
1945..... 2.6 2.6 94.8 0.0 0.0 
1946 0.0 23.9 76.1 0.0 0.0 
1947 0.0 27.6 53.2 17.2 0.0 
1948 10.2 8.5 67.8 10.2 3.3 
1949 6.7 0.0 48.9 37.8 6.7 
1950 ; 0.0 52.4 11.9 2.4 
1951 2.9 0.0 97.5 0.0 0.0 
1952 ; 0.7 0.7 83.2 aon $3.2 
Non-Residential 
1920. . 5.8 0.0 95.6 $3 0.0 
1925 : 19.9 9.7 50.5 9.1 10.8 
1930 0.9 62.2 32.8 a0 0.0 
1935 - 3.8 76.9 15.4 0.0 3.9 
1940 3.4 13.6 25.4 52.5 a 
1945 0.0 0.0 98.5 0.0 1.5 
1946 : 0.0 6.1 65.3 24.5 s.3 
1947.... 0.0 0.0 88.1 0.0 11.9 
1948 0.0 0.0 100.0 0.0 0.0 
1949... ’ 0.0 0.0 97.0 3.0 0.0 
1950 0.0 0.0 ce 5.6 22.2 
ee 0.0 0.0 93.8 0.0 6.2 
1952 0.0 0.0 70.5 26.0 3.5 


Source: Middletown Land Records. 


5. THE TERMS AND CHARACTER OF JUNIOR MORTGAGES 


Junior mortgages have been predominantly second mortgages in 
Middletown, particularly in the postwar period. Third mortgages 
were made in fairly large numbers through the 1920’s, together with 
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a few fourth mortgages. No fourth mortgage loan was made after 
1940. Only one fifth mortgage was recorded in the years covered. 

For the 1920’s, 78 per cent of all junior mortgages, 78 per cent of 
residential junior mortgages, and 76 per cent of nonresidential jun- 
ior mortgages were second mortgages. The comparable figures for 
the postwar period were 92 per cent, 94 per cent, and 88 per cent.’” 

Contract interest rates on junior mortgages have not appreciably 
exceeded those on first mortgages, on the average. The range, how- 
ever, has been considerably greater. The explanation is that junior 
mortgage loans have arisen from essentially two sets of circum- 
stances. In the first case, it is the borrower’s need for funds which 
often calls for stringent loan terms to compensate for the lender’s 
risk. Even after 1945, seven junior mortgages called for the statu- 
tory maximum rate of 12 per cent.’® 

Junior mortgages also arise as a convenience for the mortgagee. 
A purchase-money mortgage may be the only means for the seller 
to dispose of his property. Also, during the 1920’s and early 1930’s, 
mortgagees granted junior mortgages in some numbers to save ex- 
isting distressed first mortgages. In addition, a considerable number 
of family or “friendship” loans have been noted. These mortgages 
often carry only a nominal interest charge, or no interest at all. 
These loans have been made in sufficient volume and numbers to 
lower average junior mortgage rates considerably. 

Recorded maturities have been less than those on first mortgages. 
They have, however, increased somewhat over time. Actual maturi- 
ties on mortgages were measured as of January 1, 1955. They 
showed a tendency to decline over the period, although the later 
postwar figures cannot be emphasized heavily because of the large 
proportion of loans still outstanding as of January 1, 1955. 

Actual maturities equaled or exceeded recorded maturities through 
the 1920’s, but were generally shorter after 1930. Amortization be- 
came more prevalent in the postwar period. Less than 2 per cent of 
junior mortgages were reported delinquent by local lenders as of 
January 1, 1955. 

The general pattern of junior mortgage loan terms is depicted 
in Table 6. 

The average size of junior mortgage loans increased in the post- 
war years vis-a-vis the prewar period. Residential junior mortgages 
averaged $950 in 1920, $1,350 in 1925, and $1,550 in 1930.'* They 
fluctuated around an average $2,500 between 1945 and 1952, reach- 
ing a peak average of $3,000 in 1952. 


12. Ibid. 13. Ibid. 14. Ibid. 
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Non-residential junior mortgages averaged much larger through- 
out the period. The mean figure for the 1920’s was $6,200, as com- 
pared with an average of $10,400 for the postwar years. The annual 
fluctuation in average size was more extreme for non-residential 
than for residential junior mortgages. 


TABLE 6 


AVERAGE (MEAN) JUNIOR MORTGAGE LOAN TERMS, 
MIDDLETOWN, CONNECTICUT, SELECTED YEARS, 


1920-52 
CONTRACT RECORDED ActuaL* 
INTEREST MATURITY Maturity Perr Cent 
YEAR (Per CENT) (MontTxs) (Montus) AmorTIzEDt 
Residential 
1920.... 5.99 43 61 12.6 
1925. 6.06 34 54 9.9 
1930.... 6.94 48 59 22.6 
1935.... 5.50 60 54 15.6 
1940.... 5.03 69 40 37.9 
1945 4.83 91 32 31.6 
1946. 4.54 101 25 34.8 
1947. 4.88 67 26 50.0 
1948.... 5.03 66 19 45.8 
1949.... 5.73 54 13 ao.2 
1950.... 6.50 51 10 58.8 
1951. 4.67 39 13 44.4 
1952. By 65 9 41.3 
Non-Residential 
1920.... 6.04 106 54 25.0 
1925 6.31 75 55 11.6 
1930.... 6.30 53 62 16.7 
1935... 5.32 70 53 20.0 
1940... 4.95 73 53 28.6 
1945... 5.15 77 28 70.0 
1946... 5.00 43 ys 45.5 
1947... 4.04 88 23 69.2 
1948. 4.83 36 38 66.7 
1949.... 5.33 30 16 80.0 
1950. 4.33 86 4 75.0 
1951 6.63 66 16 33.23 
1952 5.42 136 16 84.6 


* As of January 1, 1955, for those loans actually matured. 


t Includes all loans calling for periodic payment of principal, regardless of 
period or amount. 


Source: Middletown Land Records. 


Assignments of junior mortgages have been virtually non-existent 
in the Middletown market. During the years studied, only three 
junior mortgage assignments were recorded. All of these mortgages 
were made prior to 1930."® 


15. Ibid. 































Source: Middletown 


Foreclosure has not been 
Middletown. As of January 


Table 7. 
16. Ibid. 
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This experience parallels that for first mortgages. For practical 
purposes, a secondary mortgage market does not exist in Middle- 
town. Mortgagees hold mortgage loans to maturity. This is reflec- 
tive of the nature and policy of the predominant lender groups in 
the Middletown market: mutual savings banks, savings and loan 
associations, and individuals. 


TABLE 7 


FORECLOSURE RATES OF FIRST AND JUNIOR MORT- 
GAGES BY YEAR OF ORIGINATION, MIDDLETOWN, 
CONNECTICUT, 
CENTAGE RATES 


SELECTED YEARS, 1920-52,* PER- 


YEAR OF 
ORIGINATION ToTaL RESIDENTIAL Non-RESIDENTIAL 
First Mortgages 
1920 0.4 0.0 1.3 
1925 » eS 4.3 3.6 
1930 : i.e ia 1.9 
1940 5.7 2.0 0.0 
1945 0.0 0.0 0.0 
1946... 0.5 0.4 1.0 
1947. , 0.9 0.5 #3 
1948 0.0 0.0 0.0 
1949... ; 0.2 0.2 0.2 
1950 : 0.0 0.0 0.0 
1951.. . 0.0 0.0 0.0 
1962... . 0.0 0.0 0.0 
Junior Mortgages 
1920 3.5 3.6 3.3 
1925.. , 5.6 4.7 9.3 
1930. . ’ 5.0 5.6 2.8 
1935. 3 0.0 6.7 
1940. ye 3.4 0.0 
1945 0.0 0.0 0.0 
1946. 0.0 0.0 0.0 
1947. ; 0.0 0.0 0.0 
1948. : 0.0 0.0 0.0 
1949 : 4.5 5.9 0.0 
1950 . 0.0 0.0 0.0 
1951 ' 0.0 0.0 0.0 
1952 ‘ 0.0 0.0 0.0 


* As of January 1, 1955. 


Land Record 


a major problem of junior mortgages in 
1, 1955, only one junior mortgage made 


between 1945 and 1952 had been foreclosed.*® Only during the 
1920’s were junior mortgages made foreclosed on any appreciable 
scale. The rates for both junior and first mortgages are given in 
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Junior mortgages have fared worse than first mortgages, but the 
existence of junior mortgages has not adversely affected the stability 
of the Middletown market to any significant degree. It is also in- 
teresting to note that third and fourth mortgages did not prove any 
less safe than second mortgages, as judged by comparative fore- 
closure rates. 


CoNCLUSIONS 


The survey of junior mortgage financing in the Middletown mort- 
gage market for the postwar years 1945-52, and for selected pre- 
war years between 1920 and 1940, shows many basic similarities 
with Professor Case’s findings for the United States and for the Los 
Angeles County area. There are also several important differences 
which emerge and which depend on the nature of the region and of 
the local market itself. The important point noted in both studies is 
the increase in junior mortgage lending observed after 1950. 

The Middletown study includes lending on non-residential as well 
as residential properties. It was found that a considerable propor- 
tion of mortgage loans of $20,000 or less, which are often taken as 
the basis of residential lending, were in fact non-residential loans. 
Non-residential mortgage lending, in this market at least, have con- 
stituted an integral part of the total mortgage lending pattern. The 
terms of non-residential loans, particularly to individual mortgagors, 
have been almost identical with those of conventional residential 
mortgages. Individual mortgagors have predominated in the non- 
residential loan field because the local business community has been 
composed almost entirely of proprietorships and partnerships. 

Junior mortgage lending has been less a sustaining factor for de- 
mand than it has been a supplementing factor for supply in the Mid- 
dletown mortgage market. It has made propertly ownership possible 
for the borrower with sufficient income to carry the mortgage debt 
but insufficient equity funds to meet the requirements of conven- 
tional loans by local lenders on existing properties. 

The security of first mortgages has apparently not been impaired 
by junior mortgage financing in the postwar period. Sustained high 
levels of employment and income have led to large-scale prepay- 
ments of mortgage debt at all priorities of lien. The higher fore- 
closure rate of junior mortgages made during the 1920’s indicates, 
however, a potential danger when and if employment and income 
levels fall. 

The basic problem confronting the Middletown mortgage market 
is the disparity between the ability of mortgagors to carry mortgage 
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debt and the equity funds available to these potential mortgagors 
for real estate purposes. In the residential field, this has been re- 
flected in the large numbers of new, young families with relatively 
high incomes but no backlog of savings. In the non-residential area, 
it is reflected in the small proprietorship and partnership which 
needs equity funds for business rather than real estate purposes. 

The isolation of local first mortgage lenders from outside com- 
petition on loans on existing properties, their predilection toward 
conventional loans on those properties, and legal and policy limits 
to loan-to-value ratios on conventional mortgages have all com- 
bined to enhance the demand for junior mortgage money in pros- 
perous times when the ability to carry mortgage debt is increased. 
Loan-to-value ratios on conventional first mortgages increased sig- 
nificantly between the 1920’s and the postwar period in Middle- 
town. Statutory limitations have precluded an increase as large as 
that called for by the increased requirements of borrowers and in- 
creased incomes. Mortgagors who have been unable for any reason 
to obtain an insured or guaranteed loa» have been placed at a com- 
petitive disadvantage with those who have been successful. The con- 
centration of conventional residential ',2ns among existing proper- 
ties, and the fact that even less liberal loan-to-value ratios are per- 
mitted by state law on properties which are not single-family resi- 
dences, explain the high proportion of 2—4-family residences and 
business properties found among properties carrying junior mort- 
gages.'? 

Three alternatives offer themselves as possible solutions to the 
problem of disparity of conventional loan terms with mortgagor 
debt-carrying ability: increased activity by outside lenders on highly 
competitive terms; a shift by local lenders toward FHA and VA 
loans on residential properties; and lowered equity requirements by 
local lenders on conventional first mortgages. Unless and until these 
developments occur, the volume of junior mortgage financing will 
likely increase and continue to play an important role in the financ- 
ing of selected types of property in the Middletown market. 

Although Middletown is but one small urban mortgage market, it 
does represent a different kind of market from Los Angeles County. 
The findings for Middletown provide one more step toward a gener- 
alization from local market studies which is required for a fuller 
understanding of the phenomenon of junior mortgage financing. 


17. Ibid.; Connecticut State Commissioner of Banking, Connecticut Banking Laws, 
1953 (Hartford: State of Connecticut, 1953). 
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The findings for Middletown also raise questions about the gen- 
eral patterns of both junior mortgage financing and total mortgage 
financing in local markets throughout the United States. 

Some of the differences noted between the Middletown study and 
Professor Case’s findings appear to stem from the differences in the 
size of the markets studied. Is the size of the mortgage market area 
itself, as measured by the volume of mortgage lending taking place, 
a determining factor in the sources of funds, mobility of loan funds, 
terms of mortgage loans, and types of properties financed through 
junior mortgage funds? 

The Middletown market appears to be considerably more locally 
oriented than the Los Angeles County market. Is this a general 
characteristic of the smaller mortgage market? Does such financial 
isolation carry with it a greater dependence on conventional first 
mortgage lending, and a consequent dependence on junior mortgages 
for properties which are not financed through FHA or VA loans? 

It was found in the Middletown study that a considerable propor- 
tion of mortgage loans of less than $20,000 were in fact non-residen- 
tial mortgages. The loan terms on these mortgages did not differ 
markedly from those on residential mortgages. Is it accurate to 
treat all mortgage lending on loans of $20,000 or less as residential 
mortgage lending? Is it accurate to exclude non-residential mort- 
gages conceptually when they may in fact be included in the data 
analyzed? Is non-residential mortgage lending not an integral part 
of the activity of the local mortgage market? 

Just as the study of junior mortgage financing requires more data 
on individual local markets, the answers to these issues may be 
found only when further investigation of many local markets of 
varying size and in different geographic locations throughout the 
United States has been undertaken. 











LIFE REINSURANCE POOLS 
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THE GREATER part of the reinsurance ceded by American life insur- 
ance companies is assumed by eight American companies that ag- 
gressively seek this type of business.’ A relatively small percentage 
of the total, which is nevertheless a considerable volume of insur- 
ance* is reinsured under reciprocal agreements entered into by 
twenty life insurance companies that do not seek to assume reinsur- 
ance from any other companies. The twenty companies are divided 
into four groups. These groups through which the participating com- 
panies mutually agree to cede reinsurance to each other and to as- 
sume reinsurance from each other are known as reinsurance “pools.’” 
It is the purpose of this paper to present the factors that lead life 
insurance companies to cede and assume reinsurance through rein- 
surance pools, to summarize the essential characteristics of the 
twenty life insurance companies* in the United States that are mem- 
bers of reinsurance pools, and to illustrate the nature of the opera- 
tions of life reinsurance pools by describing the operations of one of 
the four pools. 


Factors LEADING TO THE FORMATION AND CONTINUANCE 
OF LIFE REINSURANCE POOLs 


A considerable number of reinsurance agreements between com- 
panies in the United States were entered into in the latter part of 
the nineteenth century and the early part of the twentieth century. 
Most of these agreements provided for the sharing of life insurance 


1. William M. Howard, “Reinsurance of Life Risks,” Journal of the American Society 
of Chartered Life Underwriters (Fall, 1954). 


2. The Institute of Life Insurance estimated that there was about $8.25 billion of life 
reinsurance in force at the end of 1953. This figure may be compared with the $265 mil- 
lion of reinsurance in force at the end of 1954, ceded by life insurance companies that 
participate in reinsurance pools. 


3. There are a number of arrangements under which two companies, dominated by a 
single financial interest, share risks with each other. These arrangements are not con- 
sidered reinsurance pools for the purpose of this paper. 


4. Life reinsurance pools do not publish reports and there is no association of pools. 
The writer’s knowledge of them is based on discussions with officers of life insurance 
companies that seek to assume reinsurance for the possible profits involved, officers of 
companies that participate in reinsurance pools, and fairly extensive correspondence. It 
does not seem likely that there are any life reinsurance pools in the United States that 
have not come to his attention, but it is possible. 
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risks on a reciprocal basis and were the first American reinsurance 
pools. The reason for the reciprocal nature of the arrangement was 
primarily to allow each company to protect itself against the pos- 
sibility of adverse selection on the cessions from other companies. 
The reciprocal nature of the arangement provided strong motivation 
for each company to keep faith with the others since cession of only 
the poor risks to members of the pool would soon result in retalia- 
tory action. At this time few, if any, companies undertook the as- 
sumption of reinsurance as a profitable venture in itself. 

In the early part of the twentieth century a number of life insur- 
ance companies, mostly European companies, went into the busi- 
ness of reinsuring risks developed by American life insurance com- 
panies for the purpose of making a profit. Their contracts typically 
provided that the company originating an application for life insur- 
ance could automatically bind a reinsurer on the risk provided the 
originating company accepted its maximum retention on the risk.® 
There was no obligation on the part of the ceding company to accept 
reinsurance in return from the assuming company. Since this ar- 
rangement provided most of the advantages of the reinsurance pools 
that had been in operation, without the accompanying disadvan- 
tages, a number of reinsurance pools were disbanded. 

During World War I the facilities provided by European rein- 
surers became unavailable and relations were not re-established on 
an orderly basis for some years. This left the market open for the 
growth of American companies specializing in reinsurance. Since 
the early 1920’s most of the reinsurance ceded by American life in- 
surance companies has been assumed by American companies that 
make a specialty of assuming reinsurance. It is generally believed 
that some of these companies have found the reinsurance market 
very profitable. 

Because of the possible profit on the risks in excess of various 
companies’ retentions, which are reinsured, a number of companies 
salvage part of this business through the formation of reinsurance 
pools. The pool arrangement allows each member company to cede 
reinsurance to other companies, thus enabling companies to place 
large amounts of insurance and to spread the risks among the par- 
ticipating companies. Since all companies in a pool cede reinsurance, 
all of the member companies have an opportunity to assume reinsur- 
ance. Profits to be made on large amounts of insurance are retained 
in the pool, just as all losses on this type of business are shared 


5. The amount a life insurance company will risk on one life is known as its “re- 
tention.” 
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within the pool. Thus, the primary purpose of reinsurance pools now 
in operation is basically different from the purpose of the early pools. 

A secondary purpose of life reinsurance pools is to provide op- 
portunities for executives of participating companies to confer on 
matters of mutual interest. One of the purposes of the “ABCDEFG” 
pool, for example, as stated in the pool agreement, is “to enhance the 
services rendered by discussion of pertinent matters.” Meetings are 
held semiannually and “many problems are discussed besides those 
relating to reinsurance problems.’”® 

If provision of a means to spread large risks were the only service 
performed by companies that aggressively seek to assume reinsur- 
ance, there would probably be strong motivation for many companies 
to enter reinsurance pool agreements. There are a number of other 
services that reinsurers perform, however. For example, they make 
the services of their underwriting departments available to ciient 
companies that have problems in evaluating certain types of risks; 
they assist smaller companies in organizing and maintaining quali- 
fied underwriting departments; in some cases they provide advice 
on general management problems and furnish sales promotion ma- 
terial. These services are particularly important, if not absolutely 
essential, to small life insurance companies. Thus, a company would 
have to be large enough and be managed by officers of sufficient ex- 
perience and ability to dispense with these specialized services be- 
fore it would be in a position to consider entering a pool arrangement. 

None of the very large American life insurance companies is a 
member of reinsurance pools. They have less need for the services of 
reinsurers on large risks because the largest companies have very 
high retentions. A number of them will retain as much as $500,000 
at risk on a single life and one has recently increased its maximum 
retention tu $1,000,000.7 When lives are insured in excess of these 
amounts, the amount of insurance involved is so large that no com- 
pany will allow itself to be bound automatically on the risk. Thus, 
cessions of reinsurance beyond these amounts are placed on a facul- 


6. From a letter written by the associate actuary of Company “D.” 


7. Maximum retentions of the ten largest American life insurance companies ranked 
in order of amount of insurance in force are: 


1. $ 500,000 6 200,000 
2. 1,000,000* 7. 500,000 
3. 400,000t+ 8. 400,000 
4. 200,000 9. 200,000 
5. “Indefinite” 10. 200,000 


* Increased from $500,000 during 1955. 
+ 1952. Not published in 1953, 1954, and 1955. 
Source: Best’s Life Insurance Reports, 1955. 
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tative basis with companies that specialize in reinsurance. It is 
probably true also that the large insurance companies prefer to 
avoid unnecessarily close associations with other insurance com- 
panies because of the possibility of being accused of restraining 
competition. 


PooLts Now IN OPERATION 


There are four life reinsurance pools currently in operation in 
the United States.® All of them provide for the exchange of excess 
standard risks and some of them have rather elaborate agreements 
under which risks of various classifications are ceded and assumed 
by member companies with varying retentions. 

Seven companies participate in the largest life reinsurance pool, 
another pool has five member companies, and two pools each have 
four member companies. While there is no theoretical limit to the 
number of companies that might participate in a pool, practical con- 
siderations seem to keep pools rather small. As the number of com- 
panies becomes greater, interrelationships become more complex and 
opportunities for friction and misunderstanding multiply. Further- 
more, there is little need for more than a few companies in a pool 
since capacity for the great majority of risks can be provided by a 
few companies. For example, five companies, each with a retention 
of only $20,000, would provide a capacity of $100,000. 

The seven member companies of the largest life reinsurance pool 
are located in the southern and middlewestern part of the United 
States. The members of the five-company pool are located in the 
Middle West. The companies that make up one of the smaller pools 
are located in the Northwest; those that make up the other are 
spread over a wide area and are located in the West, Southwest, and 
Middle West. 

Members of life reinsurance pools are companies of medium size. 
In terms of admitted assets, members of life reinsurance pools in the 
United States at the present time range from $19 million to $264 
million. They range from the 44th largest life insurance company in 
the United States, on the basis of volume of insurance in force, to 
the 262d largest. The largest company that participates in a rein- 
surance pool is about forty times as large as the smallest in terms of 
insurance in force. The significance of this multiple may be evalu- 
ated in view of the facts that the largest life insurance company in 


8. There are a number of life reinsurance pools in operation in other countries also. 
9. Figures as of December 31, 1954. 
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the United States has about forty times as much insurance in force 
as the 44th largest, and that there are some 600 life insurance com- 
panies that have less insurance in force than the 262d largest com- 
pany. The range of size of life insurance companies that participate 
in reinsurance pools is shown in relation to other life insurance com- 
panies in Figure 1. 

With the exception of the largest reinsurance pool there is a fair 
degree of uniformity in size of companies within each pool. The larg- 
est company in the largest reinsurance pool has over a billion dol- 
lars of insurance in force while the smallest company has about $200 
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Fic. 1—Amount of insurance in force by American life insurance companies, Decem- 
ber 31, 1954. Source: Best’s Life Insurance Reports, 1955; Unique Manual, 1955. 


million of insurance in force. Companies comprising the other three 
reinsurance pools are more nearly uniform in terms of the volume 
of life insurance in force. 

Similarly, there is greater variation in the volume of ordinary life 
insurance written in 1954 by the companies comprising the largest 
reinsurance pool than in the companies comprising the other three 
reinsurance pools. The volume of ordinary life insurance in force as 
of December 31, 1954, and the volume written in 1954 by the life 
insurance companies that participate in reinsurance pools is shown 
in Figure 2. 

To provide equity among companies participating in reinsurance 
pools it would seem that the maximum amount that each company 
participating in a particular pool will retain at risk on any one life 
should be about the same as that of other companies in the pool. In 
general, this is true of the companies that participate in the four re- 
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insurance pools, although there is some variation. The most notable 
exception is the “QRST” pool in which the highest retention is four 
times that of the company having the lowest retention. This differ- 
ence is explained by the fact that Company §S will retain $100,000 
at risk on one life only under a “Special Whole Life” policy it issues, 
and has a more moderate retention under all other plans of insur- 
ance. The variations in the amounts that will be retained at risks on 
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Fic. 2—Volume of ordinary life insurance in force as of December 31, 1954, and 
volume of ordinary life insurance written during 1954, by companies that participate in 
reinsurance pools. Source: Best’s Life Insurance Reports, 1955. 


one life by insurance companies that participate in reinsurance pools 
is shown in Figure 3. 

Equity among companies participating in reinsurance pools would 
seem to require that all companies cede and assume about the same 
amount of reinsurance within the pool arrangement. Amounts of re- 
insurance ceded by companies to other companies in the pool and 
assumed from other companies in the pool are not available. How- 
ever, the total amounts of reinsurance ceded by life insurance com- 
panies that participate in reinsurance pools is probably a fair meas- 
ure of this. It is not a precise measure, however, because a portion of 
the reinsurance ceded by each company consists of business that does 
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not meet the requirements for acceptance within the pool and is 
therefore ceded to companies that are not members of the pool. 

As may be seen in Figure 4, there is considerable variation in the 
total amount of reinsurance ceded by life insurance companies that 
participate in the four reinsurance pools. This variation results 
principally from variations in retentions and total volume of life in- 
surance placed by the companies concerned. However, variations in 
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companies that participate in reinsurance pools. Source: Best’s Life Insurance Reports, 
1955. 
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reinsurance pools. Source: Best’s Life Insurance Reports, 1955. 








the marketing policies of the companies also affect the amounts of 
reinsurance ceded. Some companies receive a greater proportion of 
applications for insurance on lives that do not meet underwriting re- 
quirements as standard risks and a greater proportion of applications 
involving unusually large amounts of insurance on a single life than 
do other companies. These factors result in the cession of a greater 
amount of reinsurance. 


“QRST” REINSURANCE CONFERENCE 


The “QRST” Reinsurance Conference is a reinsurance pool com- 
posed of Companies Q, R, S, and T. It is not a corporation itself, 
but a system of exchanging reinsurance contracts among the four 
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companies. The principal purpose of the pool is to provide member 
companies with an outlet for reinsurance of life risks too large to be 
written by an individual company, and to provide member companies 
an opportunity to assume reinsurance on life risks that promise to 
be profitable. In short, the members of the pool exchange reinsur- 
ance, thereby providing the advantage of spreading large risks while 
at the same time retaining in the group the majority of the business 
submitted by agents of the four companies. 

The four member companies are similar in a number of ways. 
They are all located in the Northwest, they have similar underwrit- 
ing policies, and are of roughly the same size. 

The reinsurance agreements provide that any company may auto- 
matically bind each of the other companies for amounts equal to the 
maximum amount the ceding company is willing to retain or the 
maximum amount the assuming company will retain, whichever is 
smaller. The maximum retention of Company Q is $50,000; the 
maximum retention of Company R is $35,000; the maximum reten- 
tion of Company S is $50,000; *° and the maximum retention of Com- 
pany T is $25,000. Thus, the pool provides a maximum capacity of 
$160,000 on a single life ($50,000 plus $35,000 plus $50,000 
plus $25,000) for Company Q, $130,000 ($35,000 plus $35,000 plus 
$35,000 plus $25,000) for Company R, $160,000 ($50,000 plus 
$35,000 plus $50,000 plus $25,000) for Company S, and $125,000 
($25,000 plus $25,000 plus $25,000 plus $25,000) for Company T. 
For example, if Company R were to receive an application for 
$135,000 of life insurance on what proved to be a standard risk it 
could automatically bind Company Q for $35,000, Company S for 
$35,000, and Company T for $25,000. Since Company R’s maximum 
retention is $35,000, $130,000 of the coverage could be placed in the 
pool. Company R would then attempt to place the last $5,000 with 
a non-pool reinsurer, either automatically under the terms of a sec- 
ond-excess reinsurance agreement, or on a facultative basis. The 
capacity of the pool is great enough to take care of all but a small 
proportion of applications that meet the requirements of standard 
risks. 

Substandard risks are also reinsured within the pool on an auto- 
matic basis. Reinsurance of substandard risks that do not qualify 
for automatic reinsurance are frequently handled among members 
of the pool on a facultative basis. In fact, executives of member com- 

10. Company §S retains up to $100,000 (shown on Fig. 3) on the Company’s Special 


Whole Life Policy, but this does not affect the amounts it will assume from other mem- 
bers of the pool. 
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panies feel that one of the greatest advantages of the pool is the ex- 
change of reinsurance on a facultative basis. Because of the rather 
intimate knowledge of, and confidence in, the standards, attitudes, 
and underwriting viewpoints of each company, a great deal of sub- 
standard business is handled in this way. 

Both standard risks that are ceded automatically and substandard 
risks that are ceded automatically within the pool are on a partici- 
pating basis. Thus, the originating company receives a dividend if 
mortality on ceded business is favorable. Since only the amount at 
risk is reinsured (on a yearly renewable term basis), no dividend is 
payable as a result of interest earnings in excess of amounts guaran- 
teed in contracts or for loading salvage. 

The agreement among members of the “QRST” Reinsurance Con- 
ference requires that the member companies cede reinsurance on 
risks to one another automatically before ceding it to an outside 
company. Provision is made for each company to rotate among the 
other companies the reinsurance it cedes so that each gets its fair 
share of the total and so no company may be selected against. 

Reinsurance of risks that cannot properly be handled within the 
membership of the “QRST” Reinsurance Conference may be ceded 
to other reinsurers. For example, Company R has reinsurance agree- 
ments with two other companies that are well known for their activi- 
ties in the reinsurance market. Other members of the pool also have 
agreements with these and other companies. These arrangements 
with other reinsurers provide for cession of excess coverages and 
substandard risks that cannot be handled within the pool. They pro- 
vide that the reinsurer may be bound on certain types of risks auto- 
matically, and that reinsurance of other types of risks may be placed 
on a facultative basis. 

From time to time the members of the “QRST” Reinsurance Con- 
ference have considered admitting other companies to membership 
in the pool but up to the present time have not done so. Arguments 
favoring the admission of new members are that additional members 
would provide for the further spread of risk, provide additional ca- 
pacity, and bring new business into the pool. However, it is felt that 
the present spread of risk is adequate, no company assuming more 
reinsurance on a single risk than it would be willing to write directly. 
The present capacity is high enough for all but a very few cases. And 
while a new company might bring additional business to the pool, it 
would probably take just as much from the present pool. These fac- 
tors, in combination with possible increased costs with an increase 
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in the number of member companies, and the fact that successful 
pooling of reinsurance requires a high degree of co-operation among 
participating members, an appreciation of the problems that con- 
front the companies, similarity in size, underwriting policy, and gen- 
eral philosophy toward the business of life insurance, have caused 
the pool to reject the idea of adding new members so far. 

To get the advantage of the additional business that additional 
members of the pool might bring, without attendant disadvantages, 
members of the “QRST” Reinsurance Conference have in the past 
considered the possibility of admitting new members on a limited 
basis. For example, the possibility of entering into contracts with 
other companies that would enable them to bind members of the 
pool to reinsure risks written, but would not allow the new company 
to assume business ceded by present members, has been considered. 
However, up to the present time no such contracts have been ar- 
ranged, and there seems to be no immediate prospect that any will be. 


APPENDIX 


AMERICAN LIFE INSURANCE COMPANIES THAT 
PARTICIPATE IN REINSURANCE POOoLs 


Atlantic Life Insurance Company 

Atlas Life Insurance Company 

Farmers New World Life Insurance Company 
Great National Life Insurance Company 
Indianapolis Life Insurance Company 
Lafayette Life Insurance Company 

Minnesota Mutual Life Insurance Company 
National Guardian Life Insurance Company 
North American Life and Casualty Company 
Northern Life Insurance Company 
Northwestern National Life Insurance Company 
Pacific National Life Assurance Company 
Pan-American Life Insurance Company 
Peoples Life Insurance Company 

Southland Life Insurance Company 

Standard Life Insurance Company 

State Life Insurance Company 

Volunteer State Life Insurance Company 
Western Life Insurance Company 

Wisconsin Life Insurance Company 











INTERBANK DEPOSITS AND EXCESS RESERVES* 


WittiaM R. ALLEN 
University of California, Los Angeles 


COMMERCIAL BANKS which are members of the Federal Reserve 
System are required to hold reserves in the form of deposits in their 
district Reserve Bank. With respect to demand liabilities, these mini- 
mum reserves are calculated as a percentage of “net” demand de- 
posits held in the commercial bank by its customers. Net demand 
deposits equal gross deposits minus the sum of cash items in process 
of collection and balances held in domestic commercial banks. In 
brief, the demand deposits against which reserves must be held are 
total demand deposits less “due from.” Under the present system of 
calculating required reserves, the decisions of banks to change the 
form in which they keep the bulk of their cash assets, i.e., as be- 
tween reserves and interbank deposits, affect the total excess re- 
serves of the banking system and thus the total volume of deposits 
that a given cash holding of the system would support.’ 

Consider a reserve city bank (RC) which holds deposits of a 
correspondent bank, say a country bank (CB). Assume that CB has 
a 10 per cent required reserve ratio; RC has a 20 per cent ratio. Now, 
CB transfers a $100 deposit from RC to its Federal Reserve bank. 


* The author is pleased to acknowledge the comments and suggestions of Professors 
E. C. Simmons and L. V. Chandler. 


1. While this method of determining net deposits (see Federal Reserve Act, Section 19 
and Regulation D) leads to peculiar results under some circumstances, as indicated be- 
low, it is a modest improvement over the pre-1935 system. Before the partial reform of 
that year, “due from” was subtracted from “due to,” and if the difference was positive it 
was added to gross demand deposits; if “due from” was larger than “due to,” it played 
no role in calculating net deposits. Among other difficulties, this procedure meant (even 
if all banks had identical reserve requirements) that the excess reserves of the system 
could fluctuate by a bank shifting assets between its reserve account and its interbank 
deposits. Were it not for different reserve requirements among banks, the present method 
would meet the problem. See L. Currie, The Supply and Control of Money in the United 
States (Cambridge: Harvard University Press, 1934), pp. 71-74, 164. For a discussion of 
some aspects of the situation after passage of the Banking Act of 1935, see M. Palyi, 
“Should Interbank Balances Be Abolished ?” Journal of Political Economy, XLVII (Oc- 
tober, 1939), pp. 678-91. 

The issue of the effects on excess reserves of shifting assets between reserve and inter- 
bank accounts is, of course, only one of a number of problems associated with differential 
reserve requirements for the several classes of banks. 
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The effects on the CB and RC balance sheets can be thus summa- 
rized, with certain implicit consequences noted in braces: 


CB 


RC 
Assets Liabilities Assets Liabilities 
Due from RC —100 {Netdemand | Reserve —100 Due to CB—100 
Reserve +100 | dep. +100 { fRequired res. — 20) 


{Required res. + 10) 
Excess res. + 90 


| Excess res. — 80/ 

The required reserves of CB are increased by $10, for its net de- 
mand deposits are up by $100, but since reserves of RC fall by $20, 
the over-all effect is to reduce required reserves for the two banks 
by $20 — $10 = $10. Since the total reserves of the system are un- 
affected, the over-all excess reserves increase by $90 — $80 = $10. 


Alternatively, suppose that CB has $100 excess reserves which it 
deposits in RC: 


CB RC 
Assets Liabilities Assets Liabilities 
Due from RC +100 {Netdemand ) Reserved +100 DuetoCB +100 
Reserve —100 dep. —100{  fRequired res. + 20) 
‘Required res. — 10) Excess res. + 80) 
Excess res. — 90/ 


For CB, reserves fall by $100, but the decline in net demand de- 
posits of $100 lowers required reserves by $10, and thus excess re- 
serves decline only $90. Since excess reserves of RC go up $80, the 
excess reserves of the system change $ — 10. 

In short, the excess reserves of the system have been affected—in- 
creased when CB shifted assets from RC to the Federal Reserve and 
decreased when assets were shifted in the opposite direction—al- 
though total reserves of the system were unaffected. 


These relations can be expressed simply in algebraic form. For 
CB, let 


E = excess reserves 

actual reserves (in the Federal Reserve) 
net demand deposits 

required reserve ratio 


A 
D 
r 
F = due from (= CB’s deposit in RC) 


The same symbols primed—F’, A’, D’, r’,—pertain to RC. 
For CB, 


E=A-—Dr 
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Assuming that the required reserve ratio is a constant: 


AE=AA-—ADr 
Since AD = AF: 
AE=AA+AFr 
And since AA = AF in this context: 
AE = AFr—AF 
= AF (r—1) 
For RC, 
AE’ =AA'—AD'r’: 
But in our problem: 
AD’ =AA'=AF 
Therefore: 
AE’ = AF —AFr’ 
=AF(1— 1’) 


For the two banks, letting X represent the excess reserves of the 
system, 
AX =AF(r—1) +AF(1—1’) 


=AF[(r—1) + (1-7’)] 
=AF(r=r’') 


As part of a “uniform reserve requirement” plan prepared by a 
committee for the Federal Reserve System,” it has been proposed 
that all interbank deposits have a separate required reserve ratio; a 
bank (CB) holding a deposit in a correspondent (RC) would de- 
duct from its required reserves an amount equal to the reserve held 
by the correspondent against the interbank deposit; the depositing 
bank would no longer subtract “due from” from its gross demand 
deposits. Since the amount of “reserve credit” allowed CB for its 
“due from” equals the amount of reserve that RC is required to 
maintain on the interbank deposit, the excess reserves of the system 
will not be expanded or contracted by shifting interbank deposits. 

For the system as a whole, the effect of this method would be to 
release interbank deposits from reserve requirements entirely; ex- 
isting practice, with different reserve requirements in the system, re- 
leases such deposits from reserve requirements only in part.* With 

2. Hearings, Joint Committee on the Economic Report, 80th Congress, 2d session, 
April 13, 16, May 12, 13, 27, 1948, pp. 131-52, esp. 139-49. 


3. E. C. Simmons, “The Monetary Mechanism since the War,” Journal of Political 
Economy, LVIII (April, 1950), pp. 128-30. 
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uniform reserve requirements for all banks, it would be appropriate 
to release interbank deposits as such from reserve requirements, for 
the total reserve is not changed by shifts in interbank balances, only 
its distribution among banks. 

It was further suggested in the Federal Reserve plan that, initiaily 
at least, the reserve requirement against interbank deposits be 30 per 
cent and the requirement for all banks against demand deposits other 
than interbank be 20 per cent. In this situation, consider the case of 
CB shifting reserve funds from the Federal Reserve to RC: 


CB RC 
Assets Liabilities Assets Liabilities 
Due from RC +100 Reserve +100 DuetoCB +4100 
Reserve — 100 f Required res. + 30) 
{Excess res. — 70} \Excess res. + 70f 


Required reserves for RC increase $30, and, under the proposed 
plan, CB deducts this same amount from its required reserves. Thus, 
CB’s excess reserves fall by only $70, which offsets the increase of 
$70 for RC: for the system there is no change in excess reserves. 

However, with respect to the problem of the system’s excess re- 
serves, the same objective could be achieved by (a) uniform reserve 
requirements for all demand deposits, with no separate requirement 
for interbank deposits, and (b) employing the present method of cal- 
culating required reserves, i.e., deduct “due from” from gross de- 
posits to obtain net deposits. Again suppose that CB shifts funds to 
RC, assuming that both banks have a 20 per cent reserve require- 
ment: 


CB RC 
Assets Liabilities Assets Liabilities 
Due from RC +100 {Net demand \ Reserve +100 DuetoCB +100 
Reserve — 100 dep. —100{ /fRequired res. + 20) 
{Required res. — 20) \Excess res. + 80/ 
Excess res. — 80/ 


The system neither gains nor loses excess reserves. It will be re- 
called that AX — AF(r—r’); in this case, r=?’, and thus AX =0. 

The only reason for employing the “reserve credit” method sug- 
gested by the Reserve authorities is to make possible a different re- 
serve ratio for interbank deposits. The Reserve spokesmen justify 
differential treatment of interbank deposits on grounds of difficulties 
stemming from the existence of non-member banks which treat such 
deposits as reserves, of typical banking practice which assigns unique 
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importance to these deposits, of tradition, and of facilitating the 
transition to the new arrangement.* 

Further, it would probably be a reasonable compromise to (a) 
maintain present varying reserve ratios against demand deposits 
other than interbank and (0) use the “reserve credit” method of cal- 
culating reserve requirements. Let RC have a reserve requirement of 
30 per cent for interbank deposits and 20 per cent for other demand 
deposits, and for CB a 10 per cent requirement against demand de- 
posits. CB moves funds to RC: 


CB RC 
Assets Liabilities.S Assets Liabilities 
Reserve +100 Reserve +100 DuetoCB +100 
J Required res. — 100) Required res. + 30) 
\Excess res. — 70f Excess res. + 70f 


Again, we solve the problem of varying the system’s total excess 
reserves through shifting assets. However, a minor objection can be 
raised against this scheme: with different reserve requirements, re- 
distribution of the (constant) total of excess reserves of the system 
might affect the potential expansion by the system. If, as a result of 
moving excess reserves from CB to RC, credit expansion is concen- 
trated more in high-reserve banks than would have been the case, 
potential expansion is reduced. 

Thus, we have two interrelated reforms: (a) uniformity of reserve 
requirements for all banks: (6) “reserve credit” handling of inter- 
bank deposits (assuming that we want higher reserve requirements 
against interbank deposits than against demand deposits generally). 
If we do not wish to have a separate reserve requirement against in- 
terbank deposits, reform (@) is sufficient. But while reform (a) is 
acceptable with (5), (5) without (@) may be deemed not wholly ade- 
quate. 


Historically, total reserve funds have not remained constant, in 
contrast to the assumption in our model. Therefore, we cannot mean- 
ingfully say that there has been a shift of funds from Reserve banks 
to correspondents over a time span simply because interbank deposits 
have grown absolutely, for reserves held in the Federal Reserve may 
also have grown. It is more significant to observe the changing ratio 
between interbank deposits and reserves. If—as has been generally 
the trend since 1930—the ratio, interbank-deposits/reserves, de- 
creases, we may say that there has been in a sense a shift from inter- 


4. Hearings, op. cit., p. 145. 
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1€ bank deposits to reserves. And such a shift, in light of the fact that 
the bulk of interbank deposits are held in reserve city and central re- 
t) serve city banks, implies a level of excess reserves for the system 
ts which is higher than that which would have prevailed if interbank de- 
- posits and reserves had changed proportionately in the same direc- 
of tion. 
id TABLE 1 
e- 
(a) (b) (c) 
Balances with Reserves with 
Domestic Bankst Federal Reserve 
Year* (millions of $) (millions of $) (a)/(b) 
" 1918... .. 2194 1655 1.326 
1920... 1577 1763 .894 
1922... 1806 1939 .931 
1924... 2339 2228 1.049 
1926. .... 2066 2210 .935 
SS 1928. .... 2124 2409 .882 
be 1930 2456 2475 .992 
ae .. 2416 2511 .962 
e- e149 4082 771 
a 1936... 4066 6572 .619 
1938....... 4240 8694 .488 
of SE nis ativa's 6185 13,992 .442 
i 1942 ives 13,072 .470 
| 1944 eo 6354 14,261 .446 
$e, 1946....... 5936 16,015 371 
cus akesuh 5674 20,406 .278 
is iciareish 6868 17,459 .393 
ve igen sites 7378 19,810 .372 
ia 1954..... 7613 18,735 .406 
‘ Sources: Board of Governors, Banking and Monetary Statistics (Washing- 
its ton, D.C.: National Capital Press, 1943), pp. 72, 74; Board of Governors, Fed- 
eral Reserve Bulletin. 
r) ° * Data are for end of year. 
n- t “Balances with foreign banks’’ are included in “balances with domestic 
Z banks” prior to May 4, 1920. 
is 
le- The table suggests that shifts between interbank deposits and re- 
serves have been of modest proportions in recent years. The ratio in 
column (c) changed relatively little from about 1938 to the end of 
in World War II, and in the postwar period most fluctuations have been 
in- within rather narrow limits. 
ks The data in Table 1 are for banks which are members of the Fed- 
its eral Reserve System. 
ay 
tio 
lly 
le- 
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COMMERCIAL BANKS AS LENDING 
AGENCIES IN THE SOUTH* 


WarrREN J. GusTuUs 
Duke University 


A NUMBER of students have pointed out a secular decline in the im- 
portance of lending activity for commercial banks. They have at the 
same time pointed out that banks in rural communities or in com- 
munities where heavy industry did not exist would continue to hold 
the major portion of their earning assets in the loan form. In arriv- 
ing at the latter conclusion several assumptions were implicitly made. 
It was assumed that for many borrowers the marginal productivities 
of capital were so high that owned funds would not be accumulated 
for working capital purposes. It was further assumed that for many 
of these borrowers the commercial bank was the only available sup- 
plier of funds. 

In the southern United States the importance of agriculture, rela- 
tive poverty, and relative poverty frequently traced to inadequate 
supplies of loanable funds have led many to argue the strategic posi- 
tion of the commercial bank as a lending agency. In fact, at the be- 
ginning of the period examined, 1920-50, and in the six southern 
states examined the ratio of bank loans to other earning assets was 
substantially higher than for other banks in the country. This ratio 
was also higher for banks in rural areas of the six states than for 
those in urban areas. By 1950, however, the differential in this ratio 
between the region examined and the rest of the country and among 
banks within the region had been erased. 

The decline in the relative importance of the loan account has oc- 
curred in spite of a series of measures designed to facilitate commer- 
cial bank lending activity. The decline has occurred in spite of a se- 
ries of activities by the banks themselves to increase lending activity. 
The implications of the decline are several. Among these is a change 


* A dissertation completed at the University of Chicago in 1954. 
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in the process of adjustment of banks to fluctuations in reserves. 
Short-run stringencies associated with loss of reserves are now more 
likely to have their initial impact on the securities accounts. A fur- 
ther implication is that these short-run stringencies may formerly 
have been identified incorrectly with longer-run inadequacies. A loss 
of reserves called for an immediate adjustment of the ratio of cash 
and reserves to earning assets. A consequence of this was large dis- 
criminatory increases in interest rates on loan accounts. Evidences 
suggest that these short-run difficulties have led to undue stress on 
inadequacies of supply of loanable funds; that a more fruitful ap- 
proach involves study of demand conditions. 











WISCONSIN INHERITANCE TAXATION* 


WALLACE I. EDWaArRDs 
Miami University 


SINcE the enactment of its first permanent inheritance tax in 1903 
the state of Wisconsin has substantially altered and extended its 
transfer tax system. Although these inheritance, estate, and gift taxes 
have provided on the average somewhat less than 2 per cent of the 
total state and local revenue, their present and future potential yield 
is far from negligible to a state faced with the usual, difficult prob- 
lem of budget balancing. 

Thorough investigation of the legal, administrative, and economic 
aspects of these transfer taxes is the design of this thesis. Primary 
reliance has necessarily been placed upon a study of court reports, 
session laws, and records of the State Department of Taxation and 
upon personal interviews with state and county officials who admin- 
ister the death and gift taxes. 

With the assumption that there is no federal legislation basically 
affecting state transfer taxes the following major conclusions are 
reached: 

1. Wisconsin should not replace its well-established and generally 
well-accepted inheritance tax by a full-fledged estate tax. (Its pres- 
ent estate tax, which should be retained, is effective only in rare cases 
when the inheritance tax does not collect the full amount permitted 
a state under the federal estate tax credit provision.) 

2. The base for the state gift tax should not be made cumulative 
over the years because of the danger of driving property out of the 
state. The present system whereby each year’s gifts to the same 
donee from the same donor is aggregated into a single non-cumula- 
tive base is unfair, illogical, and unproductive of revenue. Yet there 
is no federal gift tax credit and only twelve states levy gift taxes so 
that any state attempting to collect a really effective gift tax faces a 
real migration threat. 

3. The deduction allowed under the Wisconsin inheritance tax for 
death taxes paid by the estate to the federal government should be 
continued. 


* A dissertation completed at the University of Wisconsin in 1953. 
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4. The State Department of Taxation should have the authority to 
appoint, supervise, and dismiss the public administrators who rep- 
resent the state in the county court assessment procedure. 

The dependence of state transfer taxes upon federal legislation is 
well known. Certain basic improvements in the Wisconsin death and 
gift taxes, accordingly, await changes in federal law. Congress should, 
at the very least, provide a gift tax credit. A more basic reform would 
be replacement of the existing federal estate and gift taxes by a sin- 
gle integrated transfer tax to include in one tax base all gratuitous 
transfers of a donor whether inter vivos or at death. Such a develop- 
ment would undoubtedly lead to drastic modifications in state trans- 
fer taxes. Parallel integrated transfer taxes might evolve at the state 
level. Another solution would be for the states to withdraw entirely 
from the death and gift tax field. The federal government in return 
would either share its transfer tax revenue with the states or would 
relinquish some other revenue source to them. 











BANK RESERVE REQUIREMENTS AND HOW THEIR 
EFFECTIVENESS AS AN INSTRUMENT OF MONE- 
TARY CONTROL MAY BE ENHANCED* 


JoHN LIVINGSTON 


THE MAINTENANCE of employment and real output at high levels is 
a major policy objective of the federal government of the United 
States. It has been recognized that if an essentially “free private 
capitalistic” economic system is to survive and flourish, effective 
control of economic fluctuations becomes a necessity. 

The purpose of this study is to examine one method of quantita- 
tive monetary control, the legal reserve requirement for member 
banks of the Federal Reserve System, with the objective of deter- 
mining how that method of control can be made a more effective tool 
for combating undesirable economic fluctuations. 

The study is divided into three parts to examine: first, the role of 
the present legal reserve requirement in the framework of monetary 
control; second, the historical development of legal reserve require- 
ments in the United States from their original concept and form to 
their present concept and form; and, third, the dissatisfactions ex- 
pressed concerning the requirements and the plans set forth for their 
permanent reform. 

Part I considers the role of monetary policy in the control of eco- 
nomic fluctuations and discusses the relative importance of the pres- 
ent legal reserve requirements as a method of monetary control. Not 
only the relationships of legal reserve requirements to the other meth- 
ods of quantitative monetary control but, in addition, their relation- 
ships with other factors which also exert some influence on the size 
and composition of the money supply are examined. 

Part II in turn describes the development of the theory and the 
use of legal reserve requirements in monetary control. It is divided 
into three distinct periods. The first extends from the year 1781 to 
the year 1862, which was the period prior to the first federal legal re- 
serve requirements. The second period extends from 1863 to 1913, 
the years of federal legal reserve requirements under the National 
Banking System. The final period extends from the passage of the 


* A dissertation completed at Cornell University in 1954. 
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Federal Reserve Act in 1913 to the present time. An attempt is made 
in this part of the study to analyze the development of the present 
legal reserve provisions and to determine the reasons for their inclu- 
sion in the existing requirement statutes. 

Part III describes the present problems concerning the legal re- 
serve requirements for member banks of the Federal Reserve Sys- 
tem. The criticisms of the existing provisions by credit authorities, 
economists, and operating bankers are set forth first. This is followed 
by an analysis of two plans of permanent reform of the statutory re- 
quirements presently being advocated. The plans are the 100 Per 
Cent Reserve Plan and the “Uniform Reserve Plan,” a plan pre- 
sented in 1948 to the Joint Committee on the Economic Report by a 
committee of the Federal Reserve System. 

The final chapter of the study contains a plan of proposed reform 
of the present reserve provisions for member banks of the Federal 
Reserve System. The plan is based on the conclusions drawn from 
this study. It is an attempt to enhance the effectiveness of the statu- 
tory reserve requirements in their major purpose, i.e., that of being 
an efficient tool of monetary control to be used by the monetary au- 
thorities in their effort to control undesirable economic fluctuations. 
Not only are the proposed reforms presented but, since any plan of 
reform cannot be divorced from its “practical” consequences, the 
transitional disturbances which would result from the adoption of the 
plan are also discussed. 











LOCAL INCOME TAXATION IN THE UNITED STATES 
WITH SPECIAL REFERENCE TO THE 
STATE OF OHIO* 


ArtHuR D. LYNN, Jr. 
Ohio State University 


LocAL INCOME taxation is a comparatively recent development in 
American local government finance. This study provides a legal and 
economic description and analysis of the local income taxes levied in 
Pennsylvania, Ohio, Kentucky, and Missouri since the initial adop- 
tion of the tax by Philadelphia in 1940. Particular attention was 
given the experience of the six Ohio municipalities which adopted the 
tax in the period 1946-51. 

Local government taxing powers in the foregoing four states were 
compared. The Philadelphia city income tax was analyzed since it 
served as a prototype for most of the other local income taxes. With 
respect to the levying municipalities in Ohio, ordinances were com- 
pared; municipal finance officers interviewed; revenue and cost of 
administration determined; and administrative organization and au- 
dit enforcement programs considered and evaluated. The conclusions 
developed deal with two aspects of this tax development: (1) evalu- 
ation of the tax as such; (2) consideration of appropriate state pol- 
icy with respect to co-ordination and control of local fiscal action. 

As to the first category above, it appears that local income taxation 
is an appropriate supplementary source of revenue for large and mid- 
dle-sized cities. Municipalities of less than 25,000 to 50,000 popula- 
tion should consider fiscal alternatives carefully before adopting such 
a tax. In view of the restricted local tax base—from the point of 
view of both area and income definition—and the higher cost of ad- 
ministration of a progressive income tax at the local level, tax rates 
should be set on a low proportional basis. Progression can best be 
left to higher levels of government. As long as low proportional tax 
rates are maintained, exemptions should be held to a minimum to re- 
duce administrative and compliance costs and to prevent unneces- 
sary complexity. Over-easy policy derivation from the federal experi- 
ence should be considerably qualified at the local level. However, as 
far as possible, city income tax ordinances should conform (most do) 


* A dissertation completed at the Ohio State University in 1951. 
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with definitions, collection, and reporting techniques prevailing un- 
der the federal income tax. The impact of multiple local taxation of 
income can and should be mitigated by the adoption of local credit 
provisions. State income tax developments have provided an appro- 
priate guide to local policy with respect to this problem. A city in- 
come tax, if adopted, should be considered a permanent part of the 
municipal revenue system. An adequate and continuing audit-en- 
forcement program is clearly essential to effective administration of 
the tax. This tax permits a city to tap the resources of its own popu- 
lation and, in addition, to tax effectively adjacent fringe areas which 
make little or no property tax contribution to central city revenues. 
It appears to be a singularly appropriate tax for central cities in met- 
ropolitan areas. 

Assuming the legality of local income taxation, state policy must 
determine whether co-ordination of a patchwork quilt system of in- 
come taxation is to be left to the variable co-operative impulses of 
levying cities or whether state control is required in the interests of 
uniformity. Assuming that the later decision is made, several ques- 
tions arise: (1) Is a tax rate ceiling appropriate? (2) Is ordinance 
uniformity to be required? (3) Is mandatory reciprocal deductibil- 
ity on a uniform basis to be the rule, and, if so, which is to be given 
priority, the city of the situs of earnings or the city of the taxpayer’s 
residence where they differ? With respect to the first two of the fore- 
going questions this study concluded that, in the initial stages of lo- 
cal income tax development within a state where the authority to levy 
is restricted to municipal governments, a rate ceiling is not required. 
The power can be held in reserve. During the period considered, city 
income tax ordinances followed the Philadelphia-Toledo pattern with 
only minor deviation. No readily apparent need for state-directed 
ordinance uniformity was noted. With respect to the question of over- 
lapping city income taxation, Pennsylvania adopted a policy of leg- 
islative control. Ohio municipalities have in most instances worked 
out provisional solutions on their own initiative, and legislative ac- 
tion at the state level has not materialized. This study concluded 
that, when and if a state adopts uniform rules, priority should be 
given to the city of the situs of earnings rather than the municipality 
of residence. This conclusion was based on the fact that the revenue 
need of large urban centers is frequently more than that of smaller 
fringe areas. Moreover, giving the city of residence priority in this 
type of taxation merely stimulates the adoption of income taxes by 
the circle of fringe suburbs around any particular central city. 
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City income taxes provide one means by which cities may obtain 
significant supplemental revenue without increased dependence upon 
higher levels of government. Provided that adequate personnel are 
obtained and efficient administration is established, most defects of 
this revenue source can be corrected. The city income tax as it has 
developed in the last decade provides a useful addition to the rather 
restricted number of fiscally significant local taxes; its use provides 
an effective supplemental means for the fiscal implementation of mu- 
nicipal home rule. 
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INTERGOVERNMENT FISCAL RELA- 
TIONS IN TEXAS* 


THomAs ELLwoop McMILLAN, Jr. 


IN TEXAS there are three major units of local government—the mu- 
nicipality, the county, and the school district. Of these three, only the 
municipality is not the substantial beneficiary of fiscal assistance 
from state government. This situation is keenly felt by municipal of- 
ficials in the state, and they have appealed to the state legislature for 
some form of financial assistance. 

This study is concerned with the existing and possible relations 
between the state of Texas and its municipalities. The state’s reve- 
nue system has two predominant characteristics. It is to a great de- 
gree dependent on price and market conditions in a single industry, 
petroleum, and large segments of the state’s revenues are earmarked, 
by statute or constitution, for aids to the counties and school dis- 
tricts. The resulting situation is that the state’s financial resources 
are not well adapted to support an additional program of aid to local 
government. Nor are they well adapted to any aid program which has 
a counter-cyclical objective. If the example of the Fifty-third Legis- 
lature is an indication, it is unlikely that any new tax which would 
yield sufficient revenues to finance a program of financial assistance 
to municipalities could survive in the current political environment. 

At the same time, the practices of Texas municipalities do not 
make an air-tight case for the need of state aid. It is true that the 
functions of municipal governments have expanded both in nature 
and scope and that the methods of financing these functions are cir- 
cumscribed by the state. However, the seventeen municipalities ex- 
amined in this study do not demonstrate an equal effort to utilize 
those sources of revenue which are currently available to them. Nor 
is there a high degree of comparability between the services provided 
by the different municipalities. 

While the general property tax is the primary source of revenue 
for Texas cities, the efforts to exploit this tax vary greatly between 
individual cities. In 1951, assessed values in the cities examined 
ranged from 27.34 per cent of sales values in Dallas to 50.06 per cent 
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in Abilene. Actual tax rates on 1951 sales values ranged from 52 
cents per $100 valuation in Dallas to 85 cents in Port Arthur. Legally 
these cities could have levied a rate of $2.50 per $100 fair market 
value. Not only was there a significant variation between the at- 
tempts of cities to exploit the general property tax but there was also 
a show of unwillingness on the part of many cities to resort to sup- 
plementary sources of revenue. This was particularly true in the case 
of charges for garbage and sewerage service. The unequal efforts of 
Texas cities to utilize those sources of revenue now available to them 
render it impossible to declare that there is a universal need for ad- 
ditional revenue sources. If such a claim were to be made, then some 
cities reach their maximum local contribution to financing municipal 
functions at a much lower level of effort than other cities. 

The lack of comparability between municipal expenditures also 
renders any general conclusion difficult. Cities in aggregate spent 
more money for debt service than any other purpose. The next two 
most important functions of municipal expenditure for the cities in 
aggregate were fire protection and police protection. However, this 
was not the case for individual cities. The greatest expenditure made 
by Austin was for a city hospital. This function did not exist in six 
of the cities, and no city approached the Austin expenditure for this 
function. Significant variations existed in the per capita outlays by 
the cities for all functions. 

It is proper that these variations should exist. The advantage of 
local government is that it can supply unique services demanded by 
its citizenry, whereas state government functions over larger areas 
within a context of uniformity and equal treatment under law. This 
unique characteristic of municipal government, however, makes it 
extremely difficult to establish an equitable aid system which is based 
on some notion of equal sacrifice between municipalities. 

Comparability between financial needs and practices of Texas cit- 
ies is further handicapped by the lack of uniform methods of finan- 
cial administration. This has already been pointed out in the case of 
tax administration. It also exists in the accounting, budgeting, audit- 
ing, reporting, and debt incurrence practices of Texas cities. Even if 
Texas cities maintained adequate financial records for local pur- 
poses, which many do not, comparability between data presented 
would be impossible due to a lack of uniformity in classification, 
terminology, and form of presentation. 

Under these circumstances it would be extremely difficult for the 
state to institute an equitable aid program which would not have a 
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tendency to subsidize certain communities at the expense of others 
and which would not be based primarily on quantity of expenditure 
instead of quality of service. 

There are certain steps which the state could take to improve and 
standardize financial administration among its cities. It might insti- 
tute a program of assessment supervision. It might furnish guidance 
to cities in maintaining adequate programs of municipal accounting, 
auditing, budgeting, reporting, and debt issuance. If these steps were 
achieved, many cities might find that their revenues are more ade- 
quate than they think. If the cities were still deficient in adequate 
revenue to finance needed services, then at least a basis would be es- 
tablished upon which an equitable aid program could be based. 

The suggestion is made that the state might consider one or two 
types of fiscal aid to cities. First is a grant program which is directed 
to equalizing the standard of service in functions determined to be 
basic to all municipalities. Second is a tax-crediting device. Under 
this latter type of aid, the state would increase certain excises, but 
the taxpayers would be allowed a credit on the state tax to the extent 
a municipality has levied an excise on the same commodity. This 
method would have the virtue of returning to the municipalities cer- 
tain sources of revenue which cities have criticized the state for 
usurping. 











THE NATURE AND OPERATION OF THE 
OHIO RETAIL SALES TAX* 


FRED PICARD 


OHIO WAS ONE of the early states to adopt the sales tax. This was 
done in 1934, and the tax was expected to be a temporary measure 
lasting for one year. However, like most states, Ohio made the sales 
tax a permanent levy. And by 1949 the Ohio retail sales tax was the 
principal source of revenue for the state. 

The state of Ohio uses a very elaborate administrative framework 
to collect the sales tax. The Ohio retail sales tax is fundamentally a 
3 per cent tax levied upon the consumer and collected by the retailer 
for the state. Although the tax is nominally 3 per cent, the law pro- 
vides tax brackets as follows: no tax if the transaction is below $.41; 
2 cents if the sale is more than $.41 and less than $.71; and 3 cents 
if the transaction is more than $.71 but less than $1.09. 

The Ohio retail sales tax is levied upon the retail sale of tangible 
personal property. As such it exempts all sales of services and real 
property. The non-taxable transactions of the Ohio retail tax fall into 
two categories. The first group is composed of transactions which are 
excluded because they are defined as not being retail sales. For the 
most part, goods that are purchased to become part of another prod- 
uct are exempt by reason of being ingredients. In addition, property 
used “directly” in the production of goods and services is generally 
exempt by reason of not being a retail sale. This provision in the law 
has caused much confusion and considerable litigation, because there 
is no definitive policy as to what constitutes direct use. 

The second group of transaction not taxable under the Ohio sales 
tax are certain exempt retail sales. These transactions are exempt for 
many reasons. Food, for example, is not taxed because of the heavy 
burden upon the lower income groups. Cigarettes, gasoline, and other 
commodities are exempt because selective sales taxes are imposed 
upon these goods. 

The sales tax in Ohio has grown from a temporary measure to a 
permanent levy. As such it has become the principal tax of the state. 
The revenue from the Ohio sales and use taxes has shown a tendency 
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to increase (since 1935) relatively more than any other tax in the 
state, and sales tax revenue has increased relatively more than total 
expenditures and revenue by the state. Thus the sales tax has ac- 
counted for some flexibility in the state fiscal system. 

Since 1935 the revenue from both the sales and use taxes in Ohio 
has increased about the same percentage as income payments to indi- 
viduals, that is, on the average a change of 1 per cent in income pay- 
ments to Ohio citizens results in a 1 per cent change in the yield from 
these taxes. Thus, it appears that the Ohio sales tax is neutral with 
respect to counter-cyclical fiscal policy. 

The sales and use taxes in Ohio have shown a tendency to impose 
lighter burdens upon Ohio citizens than the sales taxes of other 
states. Not only is the per capita burden generally lower in Ohio, but 
the proportion of income payments to individuals taken by these 
Ohio levies is significantly lower than in most states. Furthermore, 
from 1937 through 1949 the annual revenue from the Ohio sales and 
use taxes has increased proportionately less than that of most other 
states. This is probably because food is exempt in Ohio and food 
prices increased considerably in this fifteen-year period. 

The state of Ohio has made an about face with respect to the use 
of the revenue from the sales tax. The original intent of the legisla- 
ture (in 1934) was to allocate most of the revenue to the local gov- 
ernments for relief, education, and general use. Throughout 1935, 
1936, 1937, and 1938 most of the sales tax revenue was distributed 
to the local governments. However, from 1939 through 1949 the state 
legislature distributed most of the sales tax revenue to the general 
fund of the state, and small yearly amounts were allocated to the 
local governments. From 1935 through 1949 the state of Ohio allo- 
cated part of the annual revenue from the sales taxes to the local 
government fund. The amount set aside was determined by the leg- 
islature, and it depended upon the annual revenue produced by the 
sales tax, the needs of the state, and the needs of the local govern- 
ments. This local government fund, in turn, was allocated to the 
counties which distributed their shares to the local governments 
within each county. The share that each county received was origi- 
nally determined by the amount of real property in each county as 
related to the total in the state. 

From 1935 through 1949 the state of Ohio made annual appropri- 
ations to the local government fund. In a sense this meant that the 
state returned to each county a part of the revenue collected in that 
county. In this study the proportion of total sales tax collected in 
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each county was compared with the proportion of the local govern- 
ment fund allocated to each county from 1935 through 1949. No ap- 
parent pattern is discernible. The wealthier counties did not receive 
a greater relative share than they contributed. The poorer counties 
did not receive a greater relative share than they contributed. It ap- 
pears that the distribution pattern of the Ohio sales tax is neutral. 
This pattern does not favor either the poor or wealthy counties. 

The Ohio sales tax has often been criticized as being costly. Actu- 
ally the cost has been about 7 per cent of the annual yield, which, by 
accepted standards, is fairly high. In this study the costs of collecting 
the Ohio sales tax have been divided into three categories; (1) costs 
of maintenance and personal service, (2) costs that are incurred be- 
cause of the stamr method of collection, and (3) discounts allowed 
to vendors for collecting the tax. When the costs of the Ohio sales 
taxes are so classified the costs in category (1) amount to about 1 
per cent of the annual yield, those in category (2) amount to about 
3 per cent of the annual yield, and those in category (3) to about 3 
per cent of the yield. 

Many states do not count the vendors’ discount as costs to the 
state. Rather they take the sales tax collected as a net figure. There- 
fore, it may be that the actual costs (for comparative purposes) of 
the Ohio sales tax appear to be about 3 per cent too high. If this 3 
per cent were deducted from the 7 per cent the actual costs of the 
Ohio sales tax would be only 4 per cent of the yield. Most (3 per 
cent) of this 4 per cent is caused by the stamp system of collection. 
Therefore, the state of Ohio incurs a cost of only 1 per cent of the 
yield for maintenance and personal services. This appears to be less 
than the accepted average of 2-3 per cent. 


CONCLUSIONS 


In summary, the Ohio sales tax has not proved to be as good as its 
supporters contend nor as bad as the enemies claim. The tax has 
been fairly productive and fairly equitable. Since this tax exempts 
many necessities the burden imposed upon the lower income groups 
is not so great as that imposed by the sales taxes of most states, and 
the exemption of property used in further production minimizes pyr- 
amiding. Furthermore, the Ohio sales tax has shown a tendency to 
impose a relatively light burden on Ohio citizens because of the many 
exemptions. 

The yield of the tax is fairly flexible as compared with annual 
changes in income received by individuals. While this flexibility trait 
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is partially desirable the Ohio sales tax is not flexible enough to fit 
the accepted ideal of exacting a smaller proportion of income during 
periods of declining economic activity and a larger proportion of in- 
come during periods of increasing economic activity. 

Possibly the good points outweigh the bad. Certainly the stamp 
system employed by Ohio is costly and cumbersome; it is also of du- 
bious value in enforcement. The number of exemptions makes the 
tax difficult to administer. The fact that no other state employs the 
stamp method of collection may be ample evidence of the low esteem 
held for this method. Thus, the Ohio sales tax is one example of a 
typical compromise with many good features, yet some serious de- 
fects. 











BOOK REVIEWS 


Business Finance 


Corporate Financial Policy. By Harry G. GUTHMANN and Hersert E. Doucatt. 
3d ed.; New York: Prentice-Hall, 1955. Pp. xxvi+766. $6.95 (text); $9.25 
(trade). 


The latest revision of what is probably the most widely used text in corporation 
finance at the undergraduate level is of particular interest to teachers and stu- 
dents of the subject. There can be no denial of the primacy of this book as one of 
the best written, most comprehensive single volumes available. The authors have 
wisely held to their basic outline, but have made a quite thorough revision of 
materials to reflect current thinking and practices. For the more advanced student 
and the practitioner the liberal use of footnotes and the modernized bibliography 
constitute the requirements of an admirable reference book. 

The most important changes in the current edition include: preferred stock 
is dealt with in a chapter separate from that on common stocks; the sections 
dealing with working capital management and current financing have been ex- 
panded considerably; the chapter on reorganization has been partially reworked. 

Without adopting in full measure the internal management approach of Howard 
and Upton, the authors have given cognizance to the trends in teaching in schools 
of business toward greater emphasis on financial management in contrast to the 
older, purely descriptive course. Cash budgeting, estimated financial statements, 
and funds statements have been inserted skilfully, but it is doubtful that classes 
using the internal approach can avoid recourse to accounting and other texts for 
a fully detailed treatment of this methodology. The significance of trade and other 
sources of short-term credit is emphasized by its full separation from bank bor- 
rowing in the current edition. Another new chapter treats of intermediate financing, 
including term loans from all sources, equipment instalment financing, and sale- 
and-lease-back arrangements. All these changes are of uniformly high caliber and 
are very well written in an exacting manner. 

Since the reviewer traditionally is expected to search for unfavorable minutiae, 
I shall not break with tradition. I like the insertion of a statement of the variance 
between market and book values of common stocks. But I find the more historical 
discussions (e.g., pp. 274-81 on railroads) rather boring for students who have a 
background in economic history. The composite balance sheets for industrial firms 
remain dated 1937, but the data to show industry differences are given for 1950. 
Some students might desire more comparable figures, or comparisons to show the 
effect of tax considerations on debt financing since 1945. Perhaps the authors’ 
closing caveat against debt financing was an overriding element. 

There is no discussion of accounting for price-level changes in the chapter on 
“Determination of Net Income and Surplus,” yet adoption of this procedure 
should have financial implications. Leasing of rail equipment by insurance com- 
panies is not discussed, nor the manner in which an “investments” account may 
be used by corporations for effectively carrying out a holding company type of 
operation. I think the shift toward closed-end investment companies which are, 
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in effect, holding companies might have been noted. The cursory treatment of 
chapter xi of the Bankruptcy Act appears to indicate that publicly held debentures 
can be affected by this procedure. Such is not the case. 

In the more economic phases of the volume, I have the impression that the pub- 
lic viewpoints taken in chapters xvi and xxxii (“Stock Exchanges and Markets,” 
and “Social Aspects of Corporation Finance”) will not satisfy many, for the points 
raised are not handled with the same dexterity as are those of more purely finan- 
cial nature. The questions of the ethical position of financial management in re- 
lation to shareholders, the indirect powers of financial institutions on financial 
practices, the implications of investment companies as sources of funds are either 
skirted or dealt with rather unconclusively. 

This “bone-picking” is not to be taken as unfavorable comment, for the shreds 
picked are few compared to those obtainable from most other texts. Indeed, I in- 
tend to return to using Corporate Financial Policy as the best available text. Old 
users of this work will welcome the revision, and many new converts should enter 
the fold of the “Dean of Finance” and his learned associate. 


FRANCIS J. CALKINS 
Marquette University 


Financing Business Firms. By Cuar es L. PRATHER. Homewood, IIl.: Irwin, 1955. 
Pp. xii+569. $6.00. 


Professor Prather has managed to steer a middle course between an elementary 
and an advanced treatment. A college student of junior standing could very well 
handle the text without having completed prerequisite courses in the subject. It 
seems a little too advanced for the average college Freshman, however. The author 
has attempted to offset the possibility of students not having had adequate ac- 
counting training by including an excellent chapter on financial statements at an 
early stage of the subject. To this text Professor Prather again brings the fine clear 
style characteristic of his earlier writings. For the student the author has made a 
decidedly advantageous contribution in the way of a short summary at the end of 
each chapter, which should be of value in review and in making a mental check 
as to whether the chapter material has been absorbed and understood. 

The topic arrangement does not follow the usual pattern for studies of corpo- 
ration finance, and teachers using the text are likely to require considerable re- 
vision of their lecture outlines if they wish to parallel the text development of 
their subject. One innovation has already been referred to—the introduction of fi- 
nancial statements early in the text. Before a study of equity financing and without 
a discussion of bonds or short-term working capital borrowing, a chapter on capital 
assets and financial planning is introduced. Obviously, at this point there can be 
little discussion of the choice or means of financing or of capital structure. Again 
after discussing equity financing which involves the sale of stock, the use of bonds 
is postponed to allow a number of chapters on various types of short-term debt 
usually associated with working capital financing. 

This reader was impressed with the selection of illustrations. These are appro- 
priate and right up to date. They are woven into the text and not relegated to fine- 
print footnotes. While tax problems are not overemphasized, the factor is not neg- 
lected in the discussion of financial organization and policies. 
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Technical lega! aspects and distinctions of various forms of corporate combi- 
nation are only briefly touched upon, emphasis being placed upon the financial and 
valuation aspects of managerial problems. The subject of business failures and re- 
organization receives adequate treatment for a text of this kind. 

Teachers will welcome the excellent questions and problems at the end of each 
chapter which may be used for classroom discussion, written assignments, or 
written and oral quizzes. While your reviewer does not agree with the topical se- 
quences his general impression was extremely favorable. The text is accurate, read- 
able, and certainly well adapted for the intermediate student of finance. 


Lioyvp E. Dewey 
New York University 


Insurance 


Insurance: Its Theory and Practice in the United States. By ALBERT H. MowsBray 
and RatpH H. BLANcHarp. 4th ed.; New York: McGraw-Hill, 1955. Pp. xv+ 
569. $6.00. 


Too frequently an outstanding book virtually disappears from the market soon 
after the death of its author. We are indebted to Ralph H. Blanchard that this 
will not happen to Mowbray’s Jnsurance. As editor of the insurance series under 
which the Mowbray book appeared, Blanchard was in a unique position to evalu- 
ate the book and appreciate its merits. Added to this was a close association with 
the author and twenty-five years of using the book in the classroom. 

Both the new and older editions have many valuable features. There is scarcely 
a general factual question relating to contract provisions in the various fields of 
insurance, rate-making, reserves, underwriting, adjustment of losses, departmental 
organization within a company, co-operative organization among insurers, the de- 
velopment of government supervision, and types of government insurance to which 
the answer cannot be found in this book. Indeed it is the most inclusive survey of 
insurance available within a single textbook. An especially valuable feature of new 
and old editions is the discussion of sources of information. 

A chapter on “Risk Management” is added, which should prove useful in stimu- 
lating interest among students in pursuing this vital but neglected field. The addi- 
tional nine pages on “The Insurance Mechanism” should enable the student to 
become oriented to the subject more readily. The insurance picture is brought 
up to date with current figures on costs, recent legislation, court decisions, and 
additions to bibliography. At the beginning of Part 2 is information on how to 
obtain specimen insurance contracts. This is preferable to the limited reproduc- 
tions of insurance contracts found in earlier editions. 

The new edition in some respects is less satisfactory as a textbook than the third 
edition. Useful summaries at ends of chapters are omitted. The bibliography, pre- 
sented without classification or explanations, is less helpful to students than the 
specific references accompanying each chapter in older editions. The print, con- 
siderably smaller than the third edition, together with long rambling sentences 
makes reading tedious. It was to be hoped that the involved sentences of older 
editions would be eliminated, but changes in this direction have not taken place, 
and the sentences added are often long and more confusing. Mere shifting of sen- 
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tences or phrases would have frequently eliminated the hunt for the key to a para- 
graph. More examples would have facilitated communication, as, for example, in 
the discussion of the abuse of drawing improper contracts, where the author fails 
to tell what makes a contract improper. 

There is no sparkle in the style to kindle the student’s interest. Although ques- 
tions have been added at the end of chapters, even these do not tend to stimulate 
thought, interest, and class discussion, as they are mostly of a factual, memory 
type. A dearth of evaluation and critical analysis adds to the somnolent effect of 
the book. Vague generalities such as “There is need for a clear, consistent and logi- 
cal philosophy of provision for security; and based on it a sound, efficient struc- 
ture” (p. 513) can never spark a reform. 

Considering the tremendous importance of insurance funds as an investment 
pool, a general book on insurance should devote more than four pages to this sub- 
ject and give more than footnote reference to the development of rental real estate 
as an investment for life insurance funds. The subject of credit insurance is dis- 
missed too summarily. No mention is made of co-operative associations, despite 
their importance in automobile insurance. 

This book is written primarily for students who plan to write insurance and not 
for those interested in insurance as consumers, economists, or students of finance. 
Any reader will profit by this wealth of valuable information on the practice of 
insurance, but this reviewer finds little to justify theory as the primary subtitle. 


HELEN C. Potter 
Loyola University, Chicago 


International Finance 


Introduction to International Trade and Finance. By Lorre Tarsus. New York: 
John Wiley, 1955. Pp. x +536. $6.00. 


To the instructor desiring a text in international trade and finance which leans 
rather strongly toward the income approach and which is definitely lacking in his- 
torical perspective, Professor Tarshis’ new book will doubtless present a strong 
appeal. It is well written for the most part and, except for a rather scattered and 
desultory treatment of the tariff problem, furnishes a comprehensive coverage of 
the subject. Since the reviewer has been unable to acquire more than a lukewarm 
enthusiasm for the Keynesian approach in the international field and is strongly 
imbued with the value of historical experience, he is unable to give this text his 
enthusiastic indorsement. 

The book starts out well, chapters 1 and 2 being clearly and simply written and 
quite understandable to the average college student, or even the layman. In chap- 
ter 3, however, the author presents analyses of the foreign trade and other “multi- 
pliers” which might well baffle the student of better than average rank. Figures 
used for purposes of illustration and intended, presumably, to clarify the discus- 
sion would appear to the reviewer to work in precisely the opposite direction. The 
section, for example, entitled “The Effect of a Change in Desire to Import” (pp. 
48-50) could scarcely be more confusing if the author had set out with that pur- 
pose in mind. In assigning arithmetic values to such things as the multiplier, many 
present-day economists have given an impression of precision to a tendency which 











94 The Journal of Finance 


was clearly recognized and much more realistically presented by the late Wesley 
Clair Mitchell in his original Business Cycles over forty years ago. 

Following chapter 3, the author reverts to a clear and adequate discussion of 
various phases of international trade which carries on for half a dozen chapters. 
Then, in chapter 10, on “The Principle of Comparative Advantage,” he again re- 
sorts to arithmetic examples of such extent and intricacy that they are bound to 
leave the student more confused than enlightened. 

And so it goes, throughout the book. In fact, granted that the approach is the 
one desired, the elimination of three or four chapters, or, better, a simplification 
of the material contained therein, and this text would be a consistently readable 
and understandable volume. 

Actually, it is Professor Tarshis’ evident dislike of anything that might be termed 
inaccurate that gives rise to the chief criticism of this book as a college text. State- 
ment after statement is subjected to a qualifying footnote. From the standpoint 
of high scholarship, this practice merits nothing save approval. But it does make 
for more or less continuous interruption in the reading of the text, and the student 
could accomplish his assigned task more readily and to better advantage were many 
of the qualifying footnotes omitted. 

FREDERICK A. BRADFORD 
Lehigh University 


Foreign Capital in Latin America. By UNITED NATIONS DEPARTMENT OF ECco- 
NOMIC AND SocraL Arrarrs. New York: United Nations, 1955; distributed 
by Columbia University Press. Pp. vii+164. $1.75 (paper). 


With a view to increasing the outflow of capital to the less developed nations of 
the world, a number of studies have been prepared in recent years. They have 
focused, for the most part, on the obstacles that appear to have stood in the way 
of private investment and whose removal might increase the outflow. 

In contrast, for example, to a report of the National Industrial Conference 
Board, which was based on a census among American business men as regards 
their experiences (and grievances) in respect to foreign investment, this United 
Nations study is based on official data gathered both in the United States and in 
Latin America. The report, after reviewing the growth of foreign investment in 
Latin America beginning with the period before World War I, gives a detailed de- 
scription of governmental policies, and ends up with a country-by-country survey. 

Among the topics covered in the section on governmental policies are such mat- 
ters as regulation of the entry of foreign capital, establishment and control of 
foreign-owned enterprises, employment of foreigners, exchange control, taxation, 
and the extent of governmental participation in industry. The report is careful to 
draw a line, as has not always been done, between governmental policies equally 
affecting national and foreign investment and those either related exclusively to 
foreign capital or having, for all practical purposes, a bearing only on the latter. 
Moreover, the report shows fairness in noting those instances where countries have 
actively promoted foreign investment. 

Of particular interest are the report’s observations on recent trends. While the 


1. National Industrial Conference Board, Obstacles to Direct Foreign Investment 
(New York, 1951). 
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accuracy of these observations has not been questioned, some of them have been 
interpreted in certain quarters to imply that Latin America is being “exploited” 
by American investment; and some passages of the report therefore have unde- 
servedly received in these quarters a rather sensational play-up. 

The report notes that the annual outflow to Latin America of new direct invest- 
ment from the United States tends to be exceeded by the annual income receipts 
from such investments (in the period 1946-51, by $1,449 million) and that “the 
tendency of investment income paid abroad to exceed the inflow of capital has 
become more pronounced in recent years.” This tendency reflects of course the 
truism that the annual income is derived from the accumulated stock of invest- 
ment (including reinvested earnings), and that the more investments accumulate 
and the more they develop into profitable enterprises, the more will there be current 
investment income. 

A new capital outflow could balance, or exceed, the annual income only if the 
outflow were to increase progressively. However, there is no need—as those who 
are startled by the “discovery” of the report appear to believe—for these two iso- 
lated streams of money flows to balance each other. Decisive is of course, as the 
report fully realizes, the over-all balance of payments pattern, in which Latin 
American exports to this country play a basic part. In addition, it appears quite 
unrealistic to make American current investment income a standard for the amount 
of capital that “should” be exported. Every new direct investment is based on 
individual decisions of American corporations, which weigh the investment oppor- 
tunities both at home and abroad, with such factors as profit opportunities at home 
and the foreign investment climate abroad playing an important part in their con- 
siderations. Most important, the current ratio between the flows of income and of 
new investment is no indication whatsoever of the benefits that the Latin Ameri- 
can economies derive, from the point of view of their general economic develop- 
ment, from the original investments—benefits that appear to have been very great 
indeed. ‘ 

The impact of the flow of earning remittances on the balance of payments of 
the Latin American countries, the report notes, is lessening’ The proportion of 
transferred investment yields to foreign exchange receipts from current transac- 
tions has tended to decline. This “investment service ratio” has declined, in the 
relationship between the United States and Latin America, from 30 per cent in 
1925 to 1929 to 19 per cent in 1952. The lessening of the burden is attributed in 
the report to postwar price rises of Latin American exports, on the one hand, and 
the reduction in external debt and the repurchases of certain foreign investments, 
on the other. One may add that a considerable proportion of the exports (whose 
prices have risen) was actually made possible by United States private invest- 
ment. While the export-creating (and import-saving) effect of foreign investment 
is often indirect and cannot be fully ascertained, it has been estimated that at least 
900 million dollars annually, or as much as 25 per cent of Latin American ex- 
ports to this country, has been engendered by United States investment in Latin 
America. 

Generally speaking, the United Nations report is a sober and objectively written 
presentation of the investment climate in Latin America. The report cannot be 
held responsible for some of the rather devious interpretations to which it has 
given rise. 

H. J. DERNBURG 
New York City 
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Investments 


Cases and Problems in Investments. By Francis J. CALKtns. New York: Pren- 
tice-Hall, 1955. Pp. xii+268. $4.00. 


This useful little book opens the Preface with the sentence: “Without practical 
examples and cases, theory and description often lead only to confusion of con- 
cepts and principles and cannot be of value to the potential investor of the future.” 
No truer statement could be made with reference to the teaching of investment, 
and the book should prove valuable in putting meat on the comparatively bare 
bones of the usual text. 

Any final evaluation of the problems themselves cannot be made adequately 
prior to using the book in the classroom. However, a few of the problems appear 
unnecessarily elementary, being similar to those usually appended to textbooks 
themselves. The majority are adequate in difficulty and all are appropriate to their 
intended jurpose. 

Like most investment texts there is an emphasis on institutional investment 
at the expense of the personal investor. Few college students will ever be man- 
agers of mutual funds or analysts for other investment institutions, but it is to be 
hoped that all will have enough savings to warrant the development of a personal 
investment program. Yet most texts and courses give unreasonable emphasis to 
the problems and techniques of the institutional investor. Perhaps this is only to 
say that we need to develop two investment courses—one, personal; the other, 
institutional in approach. 

This reviewer would have approved the addition of cases bearing on the charac- 
ter and use of the so-called “advisory” services—if nothing else, problems to 
demonstrate how worthless some of them are. Likewise, he would have included 
some consideration of tax factors. The tax environment can be important in some 
situations. The eighty-five problems have been keyed into the twelve leading texts 
for the convenience of the user. This cross-referencing serves to demonstrate the 
comprehensiveness of the coverage as well as the lack of agreement among the 
leading authors as to the proper order for treating investments. 

The book is recommended. 

J. C. DocKeray 
George Washington University 


The Art of Investment. By A. G. ELttnceR. London: Bowes and Bowes, 1955. Pp. 
170. 15s net. 


This is an engagingly written, popular approach to investment, with emphasis 
primarily on common stock investment. The book was apparently compiled by 
the English investment counselor over some period of time, the early part having 
been written in December, 1951, and later parts in February, 1954. 

Something less than a third of the book is devoted to a description of the London 
market, a history of price movements, and a discussion of the difficulty of fore- 
casting stock prices. Another fifty pages are devoted to a discussion of a factor, R 
(confidence indicator), which is said to consist “of all the elements in share prices 
other than the fixed interest element and the divident element” (p. 59). R is com- 
puted by taking the ratio of the yield on high-grade, fixed-income securities to the 
yield on a representative group of common stocks. As with most writers on the 
bond-stock yield differential, Ellinger does not claim that it is an infallible fore- 
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casting device, but finds it useful as an indicator of changing preference for the 
two types of securities. The remainder of the book covers the use of security 
charts in the analysis of volume, trends, and price formations. This section is sim- 
ilar in approach to the more comprehensive work of Edwards and Magee, Tech- 
nical Analysis of Stock Trends (Springfield, Mass.: Stock Trend Service, 1948). 

In formulating his criterion for an investment theory, Ellinger states that it 
should be “internally coherent” and “stand up against the external test of prac- 
tice” (p. 10). Though his theories may be internally coherent, readers may be un- 
willing to grant some of their underlying assumptions. Why should a secondary 
rally, except by definition, retrace one-third to two-thirds of the ground lost in an 
earlier decline? Is it a valid assumption that the levels of a trend channel “change 
at a constant rate” (p. 140)? Must buyers or sellers necessarily exercise a “vig- 
orous domination” after the breakout from a “line” trading area? 

Whether the theories proposed will stand the test of practice seems to depend 
largely on the practitioner. For example, how does one distinguish at the moment 
“a surge of less informed accumulation” (p. 138) from one of informed accumula- 
tion? Can the average investor distinguish in media res a “continuation pattern” 
from a “reversal patiern”? In this writer’s experience “classical” formations are 
sometimes recognizable in retrospect, but when decision-making is involved stock 
prices frequently behave in a distressingly unclassical manner. 

However, one of the good points of the book is that Ellinger clearly recognizes 
these problems and has termed his approach an art rather than a science. He is 
aware of the difficulties of his art and is refreshingly modest about the attainments 
to be achieved. Furthermore, he specifically limits the applicability of some of the 
methods to the London market and hopes only to get the investor out somewhere 
near the top and in somewhere around the bottom. This willingness to be “late and 
in plenty of time” is obviously more satisfactory to long-term investors than 
short-term traders. Though there will undoubtedly be differences of opinion over 
the degree to which one should depend upon his methods of timing purchases, most 
readers will probably be persuaded to give some weight to the “confidence indi- 
cator” and to past market action in making investment decisions. 

This popular approach emphasizes that much remains to be done in the area of 
technical market analysis. For example, statistical identification and study of 
unusual variations in price and volume of activity may prove fruitful. Both a 
further development of theory and adequate inductive studies are needed. In its 
present stage of development, unless one receives Ellinger’s day-to-day recom- 
mendations and compares his results to those achieved by chance selection, his 
art of investment is very difficult to evaluate. 

RosBert W. JOHNSON 
University of Buffalo 


How to Invest Your Money. By Ratpu C. Epstetn. New York: Ronald Press, 
1955. Pp. vii+215. $3.50. 


This little volume might also be entitled Individual Management of Money be- 
cause it encompasses more than just the investing of liquid funds. Several of the 
fifteen chapters are devoted to a consideration of bonds and stocks. Other chapters 
include the investment of funds in life insurance and in investment companies. 
But the chapter on “Wills, Estates, and Inheritances” obviously involves a broader 
area than merely the investment of money. 












































98 The Journal of Finance 





Logically the major effort of the author is directed toward security investments 
since an estimated three-fourths of the wealth of the United States is represented 
by security issues of one kind or another. 

This work is clearly directed toward the layman rather than the professional. 
Writing in clear and simple language, the author has made a real contribution to 
the movement to reduce investment illiteracy in the United States. A glossary of 
important investment terms is included as a ready reference for the individual who 
is beginning his study of investments for the first time. 

Designed as it is for the beginner, the book lacks the detail and the comprehen- 
siveness of a textbook or a general reference work. This elementary approach 
causes the author to deviate from the usual professional treatment in the presenta- 
tion of some of his material and in the definition of some investment terms. As 
one illustration of this, the author states: 

“There are three principal measurements to use in appraising a stock’s price, 
apart from a study of the history, management, and future prospects of the is- 
suer. . . . These three measurements are: 1. the stock’s net asset or ‘book’ value 
per share compared with the price; 2. the ratio of its price to its per-share earn- 
ings; 3. the ratio of its price to its annual dividend” (p. 167). 

Among professional analysts the “adjusted net quick assets per share,” annual 
depreciation per share (which when combined with the after-tax income per share 
gives the cash-flow per share), margin of profit per sales dollar, and similar tests 
rank equally in importance with the foregoing three measurements. Even to the 
beginning investor the cash flow per share has assumed new importance in recent 
years with the increased use of accelerated depreciation in business. Many com- 
panies as, for example, Air Reduction Company, Incorporated, report their earn- 
ings to shareholders both before and after accelerated depreciation. 

The author’s chapter on life insurance is particularly well presented. How to 
select the life insurance company from which to purchase a policy is certain to 
be helpful to all investors. Throughout the book the author has intensively utilized 
specific examples to illustrate important points. This use of the case method adds 
significantly to the value of the book. 

It has been estimated that only one out of twenty high-school graduates knows 
the rudiments of investing money such as the essential differences between a 
stock and a bond; it is also estimated that only one out of five college graduates 
knows sufficient information about investing to do it intelligently. The usefulness ' 
of How To Invest Your Money, as with Graham’s The Intelligent Investor, Loeb’s | 
The Battle for Investment Survival, and similar books is in helping more Ameri- 
cans understand the importance of sound investing in a capitalistic economy. | 
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Jacos O. Kam 
Cleveland, Ohio 


Money and Banking 


The Great Inflation 1939-1951. By A. J. Brown. New York: Oxford University 
Press, 1955. Pp. xiv+321. $4.80. 


This is an ambitious book. In three hundred pages, Professor Brown has at- 
tempted to summarize and interpret the worldwide inflation which took place be- 
tween 1939 and 1951. The opening chapter contains a general discussion of the 
nature and causes of inflation, while the second chapter is a broad historical survey. 
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The data are much more extensive than intensive, covering thirteen years and 
over forty countries. Chapters 3 to 6 are theoretical. Chapter 7, the only chapter 
on policy, considers various techniques of price control. The next four chapters 
are on particular aspects of the inflationary experiences: hyper-inflation, interest 
rates, the effects of liquidity, and international aspects. Data on prices, monetary 
assets, incomes, employment, and output can be found spread throughout the 
book in overwhelming profusion. Though the book was intended for a wider audi- 
ence than the economics profession, the layman is apt to find the theoretical parts 
difficult reading. 

Mr. Brown’s approach to inflation theory is eclectic. He discusses a variety of 
dynamic processes by which prices rise. The first of the theoretical chapters is 
devoted to a discussion of the working of the multiplier in full employment in an 
economy where prices are flexible. This process is sometimes called a “demand 
inflation.” The other three theoretical chapters are devoted to the price-wage 
spiral or “cost inflation,” caused by the attempts of businessmen and laborers to 
raise their real incomes to, or maintain them at, a level incompatible with available 
resources. No really new ideas are added to the body of inflation theory and the 
attempt to blend the two main types of inflationary process into a unified system 
seems to this reviewer to be inferior to that of Keynes’s How to Pay for the War. 

Though this is largely a matter of taste, it does seem to this reviewer that too 
much emphasis has been placed upon the monetary side of inflation. It is true that 
if the community as a whole plans to carry out more non-consumption expenditure 
than it plans to save, it must simultaneously attempt to reduce its holdings of 
money and securities. A causal analysis of excess demand may proceed from either 
side. A motivation to invest is, cet. par., a motivation to reduce cash holdings. 
However, Mr. Brown rather gives the impression that all worthwhile insights into 
the inflationary process can be gained by looking at the latter. The lack of discus- 
sion of fiscal policy, for example, is disappointing. 

The discussion of American experience is impaired by an apparent lack of un- 
derstanding of American monetary policy. For example, on page 210, we are told 
that there is no evidence that the rate of interest was ever affected appreciably by 
inflationary expectations. This is not surprising in view of the fact that the bond 
market was pegged. Professor Brown might have mentioned that during the first 
year of the Korean war, the rest of the economy dumped about five billion dollars 
worth of government securities on the Federal Reserve System, so that if the in- 
terest rate did not rise, it was not for lack of inflationary expectations. 

Many of Brown’s generalizations are based more on British than on worldwide 
experience. This is particularly true of his pessimism over the pace of wage in- 
creases in relation to productivity. Though he wishes “to find out how well the 
facts of experience fit the (theoretical) framework,” the data which he gives are 
not nearly sufficient to rule out hypotheses which differ from his own. The econ- 
ometric analysis is courageous but unreliable. 

In general, the book contains many long passages which are too superficial to 
be of benefit to the reader interested in understanding inflation. More intensive 
examination of the experience of a few countries would have been more en- 
lightening. 

Nevertheless, the book is stimulating and relevant to current problems. For the 
interested reader, it should serve as a convenient survey of the recent history and 
theory of inflation. 

ALAIN ENTHOVEN 
Massachusetts Institute of Technology 












100 The Journal of Finance 


Short-Term Economic Forecasting. By the CONFERENCE ON RESEARCH IN INCOME 
AND WEALTH. (“Studies in Income and Wealth,” No. 17.) Princeton, N.J.: 
Princeton University Press, 1955. Pp. xi+506. $7.50. 


This symposium, which is a companion piece to the NBER’s volume on Long- 
Range Economic Projection, concerns itself mainly with the relatively new art of 
sample surveys of expectations to invest or to spend by the business or consumer 
sections of the economy. For the general reader (rather than the technicians of 
surveys) the opening paper by V. Lewis Bassie places sample surveys into proper 
perspective to the older methods of prediction, namely, the use of statistical in- 
dicators, econometric models, good judgment, and the brain pricking of experts 
by the questionnaire or panel approach. Bassie records that the Philadelphia Bul- 
letin panel proved that economists’ opinions in 1946 and 1949 were governed by 
events rather than predicting them. 

The importance of short-term predictions is emphasized by Bassie because it is 
short-term factors, such as reversals in inventory accumulation or liquidation 
and/or reversals in periods of government deficits or surpluses, which will trigger 
the turning points in major cycles. On the other hand, Bassie holds that the cus- 
tomary emphasis put upon capital expenditures as a factor in short-term fore- 
casting is almost wholly misplaced. A 15-20 year construction cycle is held to 
sustain the economy against adverse short-term inventory and government ex- 
penditure factors as long as the building boom lasts, but to provide little aid to 
incipient revivals during the years when construction is depressed. 

Most of the book is given to analysis of the techniques and results of the Com- 
merce-SEC surveys of plant and equipment expenditures and of the consumer ex- 
pectation surveys of the Survey Research Center of the University of Michigan 
as sponsored and published by the Federal Reserve Board. These studies by Irwin 
Friend, Jean Bronfenbrenner, John Lansing, Stephen Withey, and Irving Schweiger 
are indispensable for the user of these surveys. O. J. Firestone of the Department 
of Trade and Commerce, Ottawa, deals with Canadian investment surveys. 

Thor Hultgren criticizes the long but poor record of the Shippers’ Advisory 
Boards of the Association of American Railroads, which is also evaluated by 
Modigliani and Sauerlender who also examine the records of Fortune and Dun and 
Bradstreet’s surveys. 

With the exception of Bassie’s introductory chapter, the book is therefore pri- 
marily an analysis of anticipation survey techniques, but fails to deal with the 
technique of economic predictions based on the fiscal policy plans of the federal 
and local governments, on the estimated supply and demand for funds (monetary 
and credit policies), and on the crucial but still neglected field of inventories. Even 
in the restricted field of anticipation surveys, one misses a reference to the short- 
comings of national surveys in serving the needs of a local company, such as a 
public utility or railroad. There is an important field open to regional surveys. 


University of Pittsburgh Rosert M. WEIDENHAMMER 


The Great Crash 1929. By JoHN KENNETH GALBRAITH. Boston: Houghton Mifflin, 
1955. Pp. ix+212. $3.00. 


Punctuated with wit and irony, Professor Galbraith’s account of the stock 
market crash of 1929 is as fascinating as it is informative. Faithful recording of 
movements of the New York Times industrial averages does not detract from the 
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readability of this chronicle of the later stages of “the roaring twenties” and the 
people involved in the financial debacle which closed the era. Although written 
primarily for the layman, the book should be of considerable interest to economists. 
It is scarcely suitable as a text, but it may provide useful supplementary reading 
in an intermediate course in money and banking or finance. 

Galbraith denies that the crash was simply a belated and secondary result of 
depression forces already at work. He insists that because of essential unity be- 
tween the financial and real sectors of the economy, events in the stock market 
had important effects on the subsequent performance of the economy. Unfortunate- 
ly, the author fails to pursue this point satisfactorily. One chapter is devoted to 
the causes and consequences of the depression, but little of it relates to the role 
of the stock market. Dr. Galbraith is fully aware of the difficulty, for, as he says, 
“... among the problems involved in assessing the causes of the depression none 
is more intractable than the responsibility to be assigned to the stock market 
crash.” It is regrettable, however, that an economist of Galbraith’s stature, having 
devoted himself to a study of the market, is unable to bring into sharper focus the 
relationship between the stock market and the economy. As it is, the book must 
stand on its merits as a description of the speculative orgy and its aftermath. 

What caused the stock market crash? Galbraith would answer: excessive specu- 
lation. What caused the speculation? There is no single answer. As Galbraith says, 
“No one engineered the speculation . .. many . . . helped foster this insanity. . . . 
There was none who caused it.” Optimism of the “Coolidge prosperity,” faith in 
the omnipotence of bullish financial prophets and the belief that everyone could 
get rich combined to drive the market ever upward. As long as the market rose, 
the supply of buyers buying for an increase kept pace. In a sense, this is to say 
that the market went up because it went up! In retrospect there seems to have 
been little else to support belief in the ability of the market perpetually to generate 
riches. 

When prices stopped rising, the bubble burst, and the supply of speculative 
buyers—on margin—melted away. Collapse was inevitable. Financial, industrial, 
and political leaders, however, and economists as well, refused to concede that 
anything was wrong. The incantation “business is fundamentally sound,” repeated- 
ly invoked, raised hopes but not prices. Financial giants who would have denied 
that the market rises because it rises nevertheless demonstrated their faith in this 
principle by successive, but futile, attempts to give the market “organized sup- 
port.” Of buying one’s own securities in a falling market Galbraith comments, 
“Men have been swindled by other men on many occasions. The autumn of 1929 
was, perhaps, the first occasion when men succeeded on a large scale in swindling 
themselves.” 

The moral of this book is that speculation breeds further speculation, and, once 
started, is difficult to stop. When prices reach a level supportable only by ex- 
pectation of a further rise, any effective curb on the market must bring about a 
collapse. This has the disadvantage for policy makers, as Galbraith notes, that the 
executioner of the boom is readily identifiable. 

For those who believe that it cannot happen again this book provides a sobering 
reminder that we are not immune to paroxysms of collective lunacy. It could hap- 
pen again, says Galbraith. If it does it will probably be when Wall Street assures 
us that “the market is realistic” or that “business is fundamentally sound.” 


Lorne D. Coox 
Pomona College 
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Public Finance 


Federalism, Finance and Social Legislation in Canada, Australia, and the United 
States. By A. H. Brrcu. London and New York: Oxford University Press, 
1955. Pp. xiv+314. $5.60. 


The purpose of Dr. Birch’s study is to consider certain aspects of the manner 
in which the problems inherent in a federal governmental structure have been 
solved in three of the larger countries with this type of government—the United 
States, Australia, and Canada. 

Three such problems are paramount: the adjustment of the allocation of powers 
between federal and state governments in conformity with changing conditions, 
in the face of a rigid constitutional system; the development of satisfactory co- 
operation between the two levels of government in spheres in which the activity 
cannot feasibly be allocated exclusively to either level; and the financial problem 
arising out of the fact that it is almost impossible for the allocation of expenditure 
needs, dependent upon functions performed, to coincide with allocation of rev- 
enue sources. Thus the two levels of government cannot be completely autonomous 
financially; in practice the states have more serious financial problems than the 
federal governments, and some states have far more difficulties than others. 

Specifically, Dr. Birch seeks to study the solution to these problems in part by 
focusing attention directly upon the financial problem, and in part by analyzing 
the developments in the field of social security as illustrative of the solutions to 
the first two basic problems. Following a brief review of financial relationships and 
the development of social legislation in the United States, he concentrates his 
attention upon Canada and Australia. 

The serious difficulties which Canada has encountered over the years in the field 
of intergovernmental fiscal relations are traced to the failure to recognize initially 
that some provinces required greater financial aid than others, a fact clearly rec- 
ognized in Australia. As a consequence surreptitious means to accomplish this 
goal were utilized, and the issue became a political one. The failure to develop a 
satisfactory program of conditional grants, in part a product of the fear of loss of 
autonomy by the provinces, rendered more difficult the attempts to obtain fiscal 
co-ordination. By contrast, the greater financial independence of the American 
states has made them willing to accept conditional grants without great fear of 
loss of autonomy, and thus the development of a co-operative social security pro- 
gram was made much easier. 

The earlier chapters of the book trace the developments in each of the three 
countries prior to 1945, while a single subsequent chapter reviews developments 
since that time. The final chapter develops conclusions from the over-all study 
and considers the problems briefly with respect to the new federations of the 
British Commonwealth, such as India and Nigeria. There is no reference to ex- 
perience in other federal countries, such as Switzerland.? 

The trends regarded as most significant by the author include the near-monop- 
olization of the income taxes by the federal governments; the increased relative 
financial dependence of the states, with consequent lessening of autonomy; the 


1. The reader who is interested in comparing recent Swiss experience will find a dis- 
cussion in the article by E. Grossman, “Les Problémes Financiers de la Démocratie 
Suisse,” Revue de Science et de Législation Financiéres,” XLVII (April—June, 1955), 296- 
306. 
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disproportionate aid given to the poorer states; and the great control which has 
come to be exercisel by the federal governments over social legislation, a sphere 
of activity which nominally belongs to the states. These results have been ob- 
tained in different ways and at different times. For example, Australia simply pre- 
empted the income tax field by legislation, whereas Canada induced the provinces 
(except Quebec) to give up their income taxes in exchange for rental payments. 
Australia faced the poor-states problem fairly and squarely by providing for reg- 
ular grants to the three poorer provinces, the amounts determined periodically by 
a commission on as scientific a basis as possible. But the general trends have been 
surprisingly uniform. The federal structure has delayed, but not seriously im- 
peded, the development of social legislation. 

The author concludes his study with emphasis upon the co-operative nature of 
contemporary federalism. The philosophy of complete autonomy and independence 
of action of the two levels of government, working in distinct spheres, has been 
outmoded by changing conditions, which have compelled the federal and state 
governments to find means of co-operating together, both in the conduct of ac- 
tivities and the raising of funds. 

Much of the material in the book is, of necessity, a review of work already 
available. This is particularly true, for example, of that dealing with intergovern- 
mental fiscal relations in Canada, which have been covered in detail in the works 
of Maxwell and of Perry and Moore. As a result, the discussion of the develop- 
ments in Australia, about which much less is generally known, is perhaps of greatest 
interest to the American reader. The most important contributions which Dr. 
Birch makes are the comparisons of the general trends and procedures followed 
in the three countries and the lessons to be learned from them. The contributions 
along these lines might have been greater had there been somewhat less repetition 
of details available in other sources and a better integration in the organization of 
the material. But these limitations are in part offset by the high quality of the 
writing. 

Joun F. Due 
University of Illinots 


The Redistribution of Income in Postwar Britain: A Study of the Effects of the 
Central Government Fiscal Program in 1948-49. By ALLAN MurRAY CARTTER. 
New Haven: Yale University Press, 1955. Pp. viii+ 242. $5.00. 


This is a statistical study of the extent to which the central government of Great 
Britain has redistributed income through its taxing and spending programs. The 
data used are for 1948-49, but a comparison has been made between the prewar 
and postwar income distribution to measure the effect of the expansion of govern- 
ment activities both as a result of the war and of the Labour government. 

Approximately half of the book is devoted to the theoretical problems involved 
in such a study and the presentation and interpretation of the findings. No attempt 
has been made to pass judgment on the government activities. The second half of 
the book explains in detail the methods used in making the estimates, and gives 
the supporting statistical data. 

The author has, necessarily, made some arbitrary decisions concerning the 
shifting and incidence of different types of taxes, but these have been noted and 
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the assumptions selected are at least as defensible as those in other careful studies 
of tax burdens. It has also been necessary to make some arbitrary decisions with 
regard to the allocation of “indivisible” government expenditures. Here the author 
presents alternative estimates, based on different sets of assumptions. 

The findings show that the tax program as a whole is progressive through all in- 
come classes. The lower income groups are favored, also, by the expenditure pro- 
gram. The gaining groups are estimated to be all those with incomes under 500 
pounds, which include about four-fifths of the population. The author notes, how- 
ever, that there is substantial redistribution within each income group—large fami- 
lies gaining at the expense of small families, and the older people gaining at the 
expense of the younger; and that this and the multiplicity of issues always pre- 
sented to the voter, plus the fact that most individuals are more conscious of their 
losses than their gains, have prevented voters from giving overwhelming support 
to the redistribution program as a whole. 

Comparing changes between 1937 and 1948-49, the author finds some increase 
in the equalization of income, but this appears to be only a continuation of a trend 
apparent over more than half a century. He concludes that government measures 
designed to equalize opportunity, such as education and the laws of inheritance, 
are probably more important in this growing equalization than the direct redistri- 
bution of income through tax and spending programs. 

This study, in the reviewer’s judgment, is an important contribution to our scan- 
ty knowledge in this field. It is thorough, careful, and based on reasonable assump- 
tions, and the inevitable limitations have been duly recorded. The reader with 
more general interests will find much of value in Part I without getting lost in tech- 
nicalities. The specialist will be interested, likewise, in the methods discussed in 
Part II. Also, there is an extensive bibliography which should prove very useful to 
students in this field. 

MABEL NEWCOMER 
Vassar College 


Financing Metropolitan Government. Edited by Cart H. Cwatters. Princeton, 
N.J.: Tax Institute, 1955. Pp. viii+-295. $5.00. 


Attempting to review the 1955 Symposium of the Tax Institute meets with the 
same difficulties as would attempting a review of the papers and discussion of a 
meeting of the American Economic Association or any similar conference. Twenty- 
two speakers presented papers and discussions were opened after each major ses- 
sion. The papers were delivered by professors from universities, urban administra- 
tors, industrialists, businessmen, budget directors, tax commissioners, and others 
who were experts in metropolitan problems. 

The Symposium was divided into five major divisions: Part One consisted of 
“Defining the Metropolitan Area” and introducing the “Financial Problems” of 
these areas. The metropolitan area was defined (with some exceptions) as a county 
or group of counties which contains at least one city of 50,000 inhabitants or more, 
and the contiguous areas that are essentially metropolitan in character. The num- 
ber one financial problem presented was that the supply of funds was not equal to 
the demand. The number two problem was that of “logistics” —the reasonable allo- 
cation and management of the financial resources. 

Part Two of the conference was a discussion of the “Economic Trends Affecting 
Metropolitan Government.” The first trend discussed was the widespread human 
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urge to live in the country or the suburbs; the second was the increasing transpor- 
tation problem; and the third was the decentralization of industry. Papers on 
trends in industrial location, development of shopping centers, trends in residential 
buildings, influence of traffic and parking on metropolitan growth, and economic 
and financial trend affecting metropolitan government were presented and dis- 
cussed. Two speakers discussed the potential use of atomic energy by industry and 
plant dispersion for security reasons. 

Part Three of the meeting was devoted to “Specific Problems Affecting Metro- 
politan Finance.” The planning needs, the transportation difficulties, sewage and 
water problems, the assessment of property, metropolitan debts, and their relations 
to the financial resources of the metropolitan areas were presented and later dis- 
cussed from the floor. 

In Part Four of the conference, papers were presented on the “Inter-Govern- 
mental Aspects of Metropolitan Finance.” In this area there were discussions on 
the federal impact on metropolitan finance, and the state impact on metropolitan 
area finance. Examples of how the problem could be met were presented by speak- 
ers on “The Complex Finances of Metropolitan Detroit” and “Financing Toronto’s 
New Metropolitan Government.” 

The last meeting of the conference was devoted to “Taxation for Metropolitan 
Government—Looking Ahead.” The speakers centered their attention on coming 
to grips with the problems previously presented. Municipal tax problems such as 
emergency legislation, taxes on services, and income tax deductions were presented. 
Other suggestions were revenue improvement under present laws, and governmen- 
tal structure, and “Is Authority Financing the Answer?” The problem of consoli- 
dation of local units was presented under the title of “Can Each Unit Go It Alone?” 

Professor Simon Leland of Northwestern University presented as the final paper, 
“An Ideal Theoretical Plan of Finance for a Metropolitan Area.” Professor Leland 
presents some of the fundamental political, legal, area, and administrative prob- 
lems to be faced before a workable system could be evolved. His conclusion was 
that the ideal theoretical revenue system for metropolitan governments is one in 
which the good and highly productive taxes are administered by the central govern- 
ments (states) and a portion of the revenue yields are shared unconditionally with 
local governments to supplement the revenues produced by their own system. He 
thought the property tax must continue to be the main source of local revenue, but 
that service charges can and should be made to yield increased revenues. 

To anyone interested in the actual, practical problems facing city governments 
today, the Symposium on Financing Metropolitan Government is a well-organized, 
factual, and valuable source of information. There is some repetition, as can be ex- 
pected in a symposium, but the papers are short, succinct, and readable for the 
general public as well as for the scholars in the field. 

R. M. Noten 
University of Illinois 


Essays in Public Finance and Fiscal Policy. By GERHARD Cotm. New York: Ox- 
ford University Press, 1955. Pp. xvii+375. $4.75. 


Anyone who is familiar with the solid content of Dr. Colm’s writings and the 
felicity of his expression (and who in the profession is not?) will welcome this col- 
lection of some of his most significant essays. Included here are essays written as 
early as 1934 and as late as 1954, and drawn from such diverse publications as the 
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Bulletin of the Central Bank of Venezuela, the Handbuch der Finanzwissenschaft, 
and the National Tax Journal. Three of the essays are presented here for the first 
time in English, and one, the concluding essay, was written specifically to place a 
capstone on this volume. 

The general theme of the collection is the contribution which fiscal policy can 
make toward national objectives such as high-level employment, rising standards 
of living, and complete or partial mobilization. Nevertheless, the viewpoint is not 
narrowly oriented. Dr. Colm indicates a conviction that it is just as important 
for the authority on public finance to find a place for his science as a distinct field 
of study (chapter 1), to cogitate upon the compatibility of economic planning with 
democracy (chapter 14), to hold for a constructive present-day economics “both 
realistic and imaginative, integrating political, sociological, and psychological ele- 
ments into the theoretical framework” (chapter 17), and to recommend a greater 
willingness on the part of economists to concern themselves with ends as well as 
with means (chapter 18), as it is for him to formulate principles for an ideal tax 
system (chapter 3), to propose a new kind of tax for combatting depression, such 
as a tax on idle corporate funds (chapter 4), to defend a particular kind of tax, 
such as the corporate income tax (chapter 5), or to analyze the pros and cons of 
various kinds of measures proposed for wartime finance (chapter 7). 

As for fiscal policy directed toward economic stabilization and growth, Dr. Colm 
has high hopes, although he is cautious in his enthusiasm. He devotes a chapter 
to proving, with a plentitude of facts and figures, the great contribution to recov- 
ery which was made by government spending in the 1930’s, but he is willing to say, 
nevertheless, that both “the depression and the war taught us the lesson that fiscal 
policy is a very useful tool, but not a panacea. The task of maintaining high-level 
production and employment is too big to be accomplished by any single device. 
Fiscal policy can be effective only when reinforced by many other policies.” The 
checklist of conclusions to be drawn from “fifteen years of experience with fiscal 
policy,” presented in chapter 10 and originally published in 1953, is a most signifi- 
cant summary; it may well serve as the basis of many fruitful discussions. In the 
remainder of this chapter, Dr. Colm makes a notable contribution in detailing and 
analyzing the many administrative and procedural difficulties which continue to 
obstruct the flexibility of fiscal policy. Elsewhere, Dr. Colm emphasizes the impor- 
tance of the construction of national economic budgets as a quantitative tool for 
the evaluation of the probable consequences of alternative fiscal policies, and he 
supports with enthusiasm the projection of such budgets for several years—not as 
forecasts of what the economy will do, but as means of judging what it can do if 
intelligent programs are adopted and effectuated. 

One might expect to find considerable repetition in a group of essays of this kind, 
collected as they have been from many publications and spanning a considerable 
time period, but such is not the case. Not that repetition is fully avoided—trarely 
is it avoided even in monographs—but it certainly is not such as to become bother- 
some. In any event, so cogent are many of Dr. Colm’s concepts and conclusions 
that they would bear more repetition than is found here. 

It is surprising, too, that the earlier essays—those, say, written in the 1930’s— 
do not have a stale, antediluvian flavor. Dr. Colm had added some 1954 footnotes 
here and there to indicate changes in his thought and conclusions, but the need of 
such footnotes is by no means great. One can only marvel, therefore, at the con- 
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sistency of his thinking between then and now, and particularly his insight into the 
new viewpoints which were germinating at that time, as well as his foresight as to 
the direction of their development. 


University of Notre Dame RayMonp P. KENT 


The Federal Tax System of the United States: A Survey of Law and Administra- 
tion. By JosepH P. Crockett. New York: Columbia University Press, 1955. 
Pp. xxii +228. $4.75. 


This book has been written to provide information to visitors from foreign coun- 
tries, students, and others concerning the taxes administered by the Bureau of In- 
ternal Revenue and the steps in their administration. The author is technical ad- 
visor in the International Tax Relations Division of the United States Internal 
Revenue Service. 

Approximately one-half of the book is devoted to a summary description of the 
features of the various federal taxes. Since the individual and corporate income 
taxes are of major revenue importance, they receive chief attention. The individual! 
is told how his taxable income is determined, with frequent references to form 1040 
and the other forms he is asked to fill in for the compution of his tax. 

The features of the corporation net income tax and the excess profits tax are ex- 
plained, indicating numerous complications which arise in arriving at taxable in- 
come. Those engaged in business as partners are also told how their tax liabilities 
are determined. 

Other taxes which are described in some detail are the estate and gift taxes, the 
employment taxes, the alcohol, tobacco, and stamp taxes, and the other excises. 
The interest charges, fines, and penalties which may arise are also noted. 

Since the book was prepared before the adoption of the Internal Revenue Code 
of 1954, the principal provisions of the new Code are included in an appendix. It 
is somewhat unfortunate that these provisions could not have been included in the 
main body of the text, where they could be studied more conveniently. 

On the administrative side, Mr. Crockett describes the organization of the In- 
ternal Revenue Service and devotes substantial space to the important Office of the 
District Director of Internal Revenue, listing the activities of the administrative, 
collection, audit, intelligence, and appellate divisions and the administration of the 
alcohol and tobacco taxes. He had previously mentioned a number of the features 
of income tax administration in connection with his description of that tax. 

Considerable space is given also to a description of the organization and activi- 
ties of the National Office of the Bureau of Internal Revenue. The duties of the 
assistant commissioners in the areas of operations, technical, inspection, adminis- 
tration, and planning services are summarized along with those of the Chief Coun- 
sel’s office. Further descriptive material covers the judicial review of tax determi- 
nations, the activities of the Office of Regional Commissioner, the federal tax legis- 
lative process, and an outline of the operations of the Internal Revenue Service. 

Mr. Crockett has succeeded in condensing in this small volume a great amount 
of descriptive data concerning the federal internal revenues and their administra- 
tion. He leaves to other writers the discussion of federal tax policy, the economic 
problems of taxation, and the critical appraisal of the degree of success attained 
in tax administration. 


University of Pennsylvania Avexp G. Burnize 
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Principles of Public Finance. By HucH Darton. New York: Frederick A. Praeger, 
1955. Pp. xvi+255. $3.00. 


This little volume is the fourth edition of a textbook which was last revised in 
1936. In the interim the author has served in several capacities in the British gov- 
ernment. From 1945-47 he was Chancellor of the Exchequer and the late John 
Maynard Keynes served as his most trusted adviser. 

The author divides his text into five parts. Part I is introductory. Part II deals 
with public revenue. Part III discusses public expenditures. Part IV considers the 
characteristics and problems of public debt. And Part V gives attention to some 
problems of policy, particularly the problem of balancing the budget. The final 
chapter deals with the former Chancellor’s experience in the British Treasury. 

Mr. Dalton maintains that “the central problem of public finance is no less, and 
no more, than the problem of securing the best use of economic resources of the 
community insofar as public authorities by their financial policies can influence 
this use” (p. 173). This would be so whether one is thinking in terms of taxation 
or public expenditures. 

Since the operations of public finance, via taxation and public expenditures, re- 
solve themselves into transfers of purchasing power or variations in its total, the 
author subscribes to the principle of maximum social advantage as his basic prin- 
ciple. His criteria of social advantage are: (1) the preservation of the security of 
the community from either internal disorders or external attacks; (2) improve- 
ments in production (total national income); (3) improvements in the distribu- 
tion of wealth and income and reduction in great economic fluctuations. He recog- 
nizes the difficulties of applying the principle of maximum social advantage but 
presents as a workable formula for intelligent judgment that those responsible for 
decisions (1) take account of all probable effects of a proposal; (2) strike a bal- 
ance between probable gain and loss to the community; (3) compare the balance 
with that of alternative proposals; and (4) act upon the results of the comparison. 

In the Preface of his 1922 first edition, Mr. Dalton gently called attention to 
economists’ negative attitude toward public expenditure as an important phase in 
the field of public finance. Historical developments have supported his point of 
view. Consistent with his earlier position, the author maintains that the correct 
approach toward taxation and public expenditure would be parallel lines of inquiry 
as to the effects of each on: (1) the ability and desire of people to work, save, and 
invest; and (2) the diversion of economic resources between different uses and 
localities. 

Mr. Dalton’s basic principle of maximum social advantage inevitably leads him 
to support fairly progressive income taxes while recognizing that too steep a tax 
may have disincentive effects. His discussion of income versus inheritance taxes 
indicates that he would favor the type of inheritance tax proposed by the Italian 
economist Rignano. Concerning budget balancing, the author supports the view 
that there may be other things more important at times, e.g., full employment. 
To eliminate budget deficits, he would choose inflationary rather than deflationary 
methods as the lesser of evils. He would subscribe also to the manipulation of 
interest rates as a control means, favoring the gradually falling interest rate. 

Mr. Dalton’s text is brief and concise. It is not a substitute for the current 
American text in this field but it does make available valuable supplementary 
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reading. It gives the reader the point of view of an English theorist who had ex- 
perience in adapting his philosophy and ideas in the arena of politics. His final 
chapter interestingly and briefly describes the results of his experience. 


WitiraM A. CARTER 
Dartmouth College 


Financing Municipal Government in Denver. By E. T. Hataas. Denver, Colo.: 
City and County of Denver, 1955. Pp. vii+179. $1.50 (paper). 


Dr. Halaas’ analysis of the finances of the city of Denver, prepared at the re- 
quest of the mayor and the city council, should be not only an important aid to 
guide the decisions of Denver city officials, but also a valuable help to officials of 
other cities. The problems which confront Denver—population growth, “the flight 
to the suburbs,” the rapidly rising cost of schools and streets, the growing adminis- 
trative overhead, the gradual exhaustion of the sources of revenue—face more or 
less every major city in the United States. Moreover, the study—“one of the most 
comprehensive ever made by any American city”’—could be used very profitably 
as a case study in courses in local finance and government, since it provides ample 
background material and frequent comparisons with other cities. 

The study comprises a general summary and sixteen chapters with over 150,000 
words, about one hundred tables with statistics covering the two decades 1934-53, 
and more than a dozen charts and maps. The very wealth of material, which makes 
the analysis valuable for city officials and as a case study for classroom use, limits 
its popular appeal. While the findings are summarized at the end of each chapter 
and in more detail in an eleven-page “General Summary and Conclusion,” and any 
student of public finance will find the study easy and stimulating reading, the aver- 
age Denver businessman and taxpayer, who should be familiar with the material, 
is not likely to have the time and patience to read the study carefully. To reach 
the larger audience of taxpayers, it might be worth while to summarize the findings 
in simple language, well illustrated with pictographs, in a thirty-page pamphlet. 

The first three chapters provide an excellent description of the problems which 
face modern city governments. Chapter iv is devoted to a summary fiscal review 
of the City-County and the School District of Denver. Only one chapter (v) deals 
with expenditures compared with eight chapters (vi-xiii) devoted to the various 
sources of revenues. Chapter xiv discusses the debt policy of the city, and the re- 
port stresses that Denver has no long-range capital budget program. Since the 
charter prohibits recourse to current borrowing, capital expenditures are “lumpy,” 
and the choice of priorities of capital investments may at times not be the wisest. 
The final two chapters are devoted to suggestions regarding possible additional 
sources of revenues. 

To increase municipal revenues, the report suggests (p. 10) that state aid to 
public schools (now materially lower than in most states) be increased; that a 
larger share of the state-controlled motor fuel tax (presently only 5 per cent) be 
diverted to Denver; that the state property tax law be overhauled to permit a more 
equitable taxing of utilities; that better liaison between the various overlapping 
and coterminous tax districts be established; and that the revenues and expendi- 
tures of the services performed by the city be analyzed more closely. This latter 
suggestion raises an interesting question: to what extent should special government 
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services—libraries, auditoria, sports facilities, parking areas, airports, express high- 
ways, etc.—be placed on a more or less self-supporting basis? 

The entire chapter xv is devoted to the possibility of a local income tax, with 
detailed references to the schemes now in operation in Philadelphia and Toledo, 
and the report comes to the conclusion that “a municipal income tax adjusted to a 
basis where a progressive rather than a regressive rate structure is the result be- 
comes .. . a tax measure which could be recommended for Denver in preference to 
any other new tax alternative so far reviewed” (p. 11), especially since it would 
reach those who work in Denver and thus use city facilities, but live in suburbs 
where they escape the city’s property and sales taxes. 

G. C. Wtecanp 
University oj Mississippi 


Soviet Taxation: The Fiscal and Monetary Problems of a Planned Economy. By 
FRANKLYN D. Hotzman. Cambridge, Mass.: Harvard University Press, 1955. 
Pp. xix+376. $6.50. 


In view of the scarcity of information concerning Russian taxation, the descrip- 
tive and analytical study of Professor Holzman is of particular interest. The sub- 
ject of inquiry is a complicated one, both because of its nature and the lack of 
comprehensive and fully reliable data on all of its facets. Gaps therefore had to be 
overcome and other difficulties surmounted. In the study, the author drew upon 
materials in the Harvard Russian Research Center and other available sources. 

Russian taxes are described and appraised in relation to the over-all financial 
system and problems of the economy, with numerous comparisons with American 
taxation and financial and economic planning in this country. Developments in the 
use of the turnover, income, agricultural, and other taxes, the profits of state enter- 
prises, and forced loans both as revenues and economic controls are noted. Indi- 
rect commodity taxes are found to foster the “money illusion” by their conceal- 
ment from the population and are thought to restrain economic incentives less 
than a personal income tax at progressive rates raising equivalent revenues. The 
total effects of the turnover tax, the major Russian revenue, are appraised as 
roughly proportional or mildly regressive, while the personal income tax has mod- 
erately progressive effects. 

Russian taxation is very heavy in relation to the estimated national income, 
at times attaining a ratio of half, or much more than half, of the national income. 
Because of the extensive provision by the state for commodities and services, tax- 
ation is necessarily high. The author does not attempt to decide whether the money 
of the taxpayers is more or less wisely spent, in general, in Russia as compared 
with the United States. He does, however, comment upon the successes and fail- 
ures of Russia to contain inflation by direct economic controls and by monetary 
and fiscal policies. 

Some of the conclusions are inescapably arbitrary and can, at best, be only 
rough approximations. Measurements of tax burdens and the economic effects of 
taxation are bound to encounter great difficulties, and still greater difficulties are 
faced by the American scholar attempting an analysis of Russian data. Whether 
any tax system is equitable or inequitable is certainly a matter of judgment in 
terms of approved standards, which finally become personal opinions. 
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Students of taxation will find the present volume helpful in their effort to gain 
a better understanding of Russian taxation and Russian economic and financial 
policies. It brings together conveniently a great deal of information which would 
otherwise be very difficult to obtain. It also provides a thoughtful statistical and 
economic analysis of important relationships between taxation, the national in- 
come, and the workings of the Russian economy. 


ALFRED G. BUEHLER 
University of Pennsylvania 


The Ownership of Tax-Exempt Securities, 1913-1953. By Grorce E. Lent. (“Oc- 
casional Paper,” No. 47.) New York: National Bureau of Economic Research, 
1955. Pp. x+140. $1.50 (paper). 


At the 1941 Conference of the National Tax Association a representative of the 
Treasury Department described the case of an individual who, although he had a 
net income of $100,000, and despite high surtaxes then in effect, would pay federal 
and state (New York) income taxes of only $1,524. This was possible because this 
individual’s funds were invested exclusively in tax exempt bonds issued by state 
and local governments. The conclusion was that the steeply progressive income tax 
was being undermined, and defense efforts retarded by the existence of such tax- 
exempt securities. Apparently, it was considered quite proper for a federal official 
to take this position since the United States had only recently (March, 1941) 
abandoned the practice of issuing its own partially tax exempts. 

During the early 1920’s it was frequently argued that the existence of tax ex- 
empts resulted in substantial loss of revenue to the federal government, that they 
encouraged municipal extravagance, that they tended to “dry up” the supply of 
equity capital, or at least to place business at a disadvantage in borrowing in 
competition with governments. Among the various writers who have examined 
these charges are Charles O. Hardy (1926) and H. L. Lutz (1939). 

The main purpose of Professor Lent’s investigation is not to answer these spe- 
cific questions, but to “analyze trends in the volume and ownership of tax exempt 
securities and thereby provide some of the relevant facts upon which intelligent 
policy decisions may be based.” 

This purpose has been admirably accomplished. Detailed breakdowns are given, 
annually, for the various types of tax exempt securities outstanding: wholly tax 
exempt, partially tax exempt, federal, state and local. With respect to ownership, 
annual figures show amounts of various types held by federal agencies and trust 
funds, by federal reserve banks, by state and local sinking funds, and by state and 
local trust funds. Private holdings are similarly broken down into eight classes of 
owners, including commercial banks, taxable corporations, life insurance compa- 
nies, mutual savings banks, and individuals. 

Although space does not permit a detailed summary, some highlights may be 
noted. The gross amount of wholly tax-exempt securities reached a peak of $36.6 
billion in 1936, of which 47 per cent were issued by the federal government and 
farm loan agencies. In June, 1953, the gross was $32.4 billion, of which 99.6 per 
cent were issued by state and local governments. 

Despite these changes in both volume and composition, distribution of tax ex- 
empts has, in certain classifications, remained fairly stable. For example, only 
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during the period 1938-44 did the proportion of wholly tax exempts held privately 
(by institutions, corporations, and individuals) fall below 80 per cent; the figure 
in 1953 was 84.8 per cent, practically identical with that which prevailed from 
1915 through 1933. However, proportions held by individuals have varied much 
more widely, reaching a peak of 64.8 per ‘cent in 1929, falling to slightly over 45 
per cent in 1936 and 1937, rising to almost 55 per cent during the war years, and 
then falling back to 43 and 44 per cent in ‘1952 and 1953. 

Analysis of income tax returns for the period 1919-50, and of estate tax returns 
for selected years, 1922-50, provides interesting information on distribution of 
tax exempts among income and estate classes. Mr. Lent concludes that although 
ownership of tax exempts has been more concentrated in the hands of high income 
individuals than has been true of other types of investment, “there is little evi- 
dence that the highly graduated tax structure has diverted venture capital to tax- 
free investments.” He suggests, however, that certain data “may indicate a shift 
in the relative supply of equity capital from the wealthiest group to those of more 
moderate wealth.” 

CHarLEs P. WHITE 
University of Tennessee 


Pensions in Our Economy. By STEPHEN RAUSHENBUSH. Washington, D.C.: Pub- 
lic Affairs Institute, 1955. Pp. v-+113. $1.00 (paper). 


The increase in the numbers of people and in the proportion of the population 
aged 65 or older has brought the problem of pensions to the front rank of current 
economic problems. A handy, succinct review of the population and income fac- 
tors involved and a survey of the operation of the Social Security Act and indus- 
trial pension plans are included in this book of approximately a hundred pages 
provided by the Public Affairs Institute. 

As might be expected, the book is highly favorable to the objectives and pro- 
visions generally of the Social Security Act, and critical of the attacks upon it, 
such as the U.S. Chamber of Commerce proposals to blanket into the system 
everyone over 64. 

Raushenbush raises several questions that are likely to receive increasing atten- 
tion as the pension problem grows. He is among those who anticipate growing 
competition for jobs between older groups and the war babies now on their way 
through the schools. This competition, he thinks, could be lessened by making re- 
tirement more attractive. Another problem is one of inducing older workers to 
yield their jobs to younger in periods of recession. For this problem he favors in- 
centive additions to the OASI payments geared to the amount of unemployment, 
and, on the other hand, credits for continued work after 65 in periods of labor 
scarcity. 

Another problem considered is the tendency of industrial pension plans to make 
it more difficult to find employment after 40 or 45 and also to shift jobs. Here it is 
suggested that workers be permitted to carry at least partial credits with them, 
something in the manner of TIAA plans, and that smaller companies form regional 
plans. 

Finally, improvements are suggested in the matching formula to provide more 
federal relief in low-income states for the Old Age Assistance program. The au- 
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thor proposes including per capita income in the state, the proportion of aged de- 
pendents to the population of the state, and cost of living in the state. 

The author also points out that a rise in the base income for OASI payments to 
$7,000 would merely restore the 1939 relationship between wages and contribu- 
tions. 

The value of the book is mainly in its successfully brief review of a complex 
problem and the inclusion of pertinent statistical material in a short appendix. 
The book is not a contribution of new knowledge or analysis of the pension prob- 
lem. In fact, some of the analytical attempts comprise the weaker points, e.g., 
“The effect of borrowing by the Government eases credit a little, since govern- 
ment notes act as a credit reserve for the banking system” (p. 80). In the Journal 
of Finance, an explanation of this common error is presumably redundant. 


WELDON WELFLING 
Simmons College 


Readings in Fiscal Policy. Edited by ARTHUR SmITHIEs and J. Ke1rH Butters. 
Homewood, Ill.: Irwin, 1955. Pp. x+ 596. $5.00. 


This compilation of readings constitutes Volume VII in the American Economic 
Association Series of Republished Articles on Economics. The thirty-four articles 
chosen are classified under seven major headings: (1) “Introduction” (one selec- 
tion); (2) “Fiscal Policy in Recovery” (five); (3) “Fiscal Policy and Inflation” 
(six); (4) “Fiscal Policy and the National Debt” (six); (5) “Fiscal Policy and 
Stability” (ten); (6) “Burdens of the Budget and Debt” (four); and (7) “Fiscal 
Policy and Economic Growth” (two). The final thirty pages contain a compre- 
hensive bibliography of articles classified under nine relevant topics. 

The selections are reprinted in full. The editors departed from the usual prac- 
tice and chose several extracts from books in order to achieve adequate representa- 
tion for the works of Keynes, Schumpeter, and Hansen. The oldest article (1917) 
was that of O. M. W. Sprague, on “Loans and Taxes in War Finance.” The most 
recent were two articles published in May, 1954. 

The task of constructing a book of readings out of the multitude of articles on 
fiscal policy which have appeared during the last twenty-five years is a very diffi- 
cult one. It goes without saying that in such a responsibility it is impossible to 
satisfy everyone. However, one may judge more fairly the wisdom of the selec- 
tions as a whole if the criteria used by the editors are understood and if these 
criteria are pertinent to the needs of the given field. A number of these criteria 
were made evident. First, the editors made it clear that they were presenting 
articles based on a delimitation of fiscal policy to “the aggregative effects of 
government expenditures and taxation in income production and employment” 
(p. v.). They recognize the need for an additional volume that deals with the 
traditional subject of public finance. Second, they sought articles that were “rep- 
resentative” of the better thought in the various areas of the field. Most reason- 
able reviewers would have to agree that this objective was fulfilled. Furthermore, 
a conscious effort was made to represent different points of view. This is illustrated 
in the section “Fiscal Policy in Recovery” (as well as in other sections) by the 
inclusion of Slichter’s “The Economics of Public Works” (1934), Lutz’s “Federal 
Depression Financing and Its Consequences” (1938), and Myrdal’s “Fiscal Policy 
in the Business Cycle” (1939). 
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A third standard placed emphasis on showing how doctrine in the field had 
evolved. This emphasis was secured in most of the major sections—sometimes by 
given articles and in part by the fact that the articles were arranged in chrono- 
logical order within the sections. Fourth, some significant articles were omitted 
on the ground that they were readily available in other collections. Finally, the 
compilation attempts to show the relation between fiscal policy and other types 
of economic policy. This was most effectively achieved in relation to monetary 
policy. 

Space does not permit extended comment on the long list of articles. However, 
a few passing observations may be offered. Jesse Burkhead’s article, “The Bal- 
anced Budget,” makes an excellent “Introduction” because it reviews much think- 
ing on public expenditure, debts, deficits, and budgets (Classical, Neo-Classical, 
and Keynesian). The section on “Fiscal Policy and Stability” contains selections 
on “The Problem of Economic Instability,” “Model-Building and Fiscal Policy,” 
“The Multiplier Effects of a Balanced Budget,” “Built-in Flexibility,” together 
with specific proposals by the C.E.D., and the National Planning Association. 

The selections on “Burdens of the Budget and Debt” include (among others) 
Lerner’s striking “Functional Finance and the Federal Debt” and Butters’ sum- 
mary of the Harvard Studies on the “effects of taxation” on various aspects of 
our economy. The final section on “Fiscal Policy and Economic Growth” contains 
articles by Schumpeter and Hansen. The latter is represented by excerpts on “The 
Stagnation Thesis.” It seems that Hansen’s contributions to the origins and de- 
velopment of fiscal policy go far beyond an analysis of the mature economy thesis. 

Every professor interested in this field is likely to have several other articles 
which he would like to have seen in the compilation. Nevertheless, there are bal- 
ance and good quality in these selections. They should serve as stimulating col- 
laterial reading for public finance courses, and they can provide a core around 
which to build challenging seminars in fiscal policy. 


WILLIAM H. ANDERSON 
University of Southern California 


Taxes and Fiscal Policy in Under-developed Countries. By UNITED NATIONS TECH- 
NICAL ASSISTANCE ADMINISTRATION. New York: United Nations, 1954; dis- 
tributed by Columbia University Press. Pp. vi+124. $1.00 (paper). 


This book brings together in very condensed form a summary statement and 
analysis of the issues in taxation and fiscal policy in underdeveloped areas; a note 
on the technical assistance activities of the United Nations and other agencies; a 
digest of discussion of an international conference (Geneva, 1951); and a sum- 
mary of recommendations made by each of some dozen fiscal missions to such 
countries as Bolivia, Philippines, and Turkey. Complete with index and docu- 
mentation (that will serve as bibliography), the combination is nothing short of 
an answer to prayer. Walter Heller, University of Minnesota, planned the report 
and wrote Part I, which analyzes the problem and digests the literature in the field. 

Among the high points in the analysis are these: The fiscal problem of under- 
developed countries is one of inadequate capital formation which grows out of 
inadequate saving. These in turn are conditioned by low per capita income and 
aggravated by the propensities to invest in speculative goods (real estate and in- 
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ventories) and to indulge in luxury consumption. The situation calls for vigorous 
and selective taxation. Part of the trick is to design levies that will divert wealth 
employed unproductively. However, prevailing conditions are frequently ill-suited 
for the transfer intact of techniques which are successful in more developed areas. 
An income tax with steeply graduated rates and adequate exemptions can be very 
useful, but it is not recommended as a mass tax. Special attention is needed to 
include speculative gains in its compass or to reach them otherwise. Commodity 
taxes are destined to remain a major source of revenue; improvement here can 
take the form of better selection and administration. 

Inflation is an ever present threat in expansionary finance and some accept it 
as “a progmatic instrument of developmental policy.” The author of Part I is 
skeptical of any such acceptance; involved are an aggravation of inequalities; a 
strengthening of the incentive to speculate; and a weakening of the propensity to 
save. Attention is given to the “exposed economies” that specialize in a very few 
extractive industries and export a few commodities, highly vulnerable to fluctua- 
tion in raw-material prices. Under these circumstances diversification may be 
worth cultivating: “the law of comparative advantages can be pressed too far.” 
Export taxes, thoroughly established in the tax systems of South America, can be 
used strategically to develop reserves, but they are open to serious objections as 
a substitute for business income taxes. The taxation of foreign investments pre- 
sents a dilemma: taxes should not be so high as to discourage the flow nor so low 
as to leave the country with little to show for its loss of resources. The wisdom 
and effectiveness of special business concessions is a moot point; at all events 
there should bz no discrimination between foreign and domestic investments. 

The reviewer misses any attention to the problem of local finance (or the de- 
velopment of local government to such point as to involve such problem). Treat- 
ment of property tax institutions is rather fragmentary; the view is expressed 
that property tax techniques are not exportable because of the variety of land 
tenure arrangements involved. 

To say the least, students of public finance and of underdeveloped areas will 
require this document as a handbook and syllabus. It does an admirable job of 
piecing together a vast and growing volume of fragmentary items. 


Harotp M. Groves 
University of Wisconsin 
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Apams, WALTER, and Gray, Horace M. Monopoly in America: The Government 
as Promoter. New York: Macmillan, 1955. Pp. xv+221. $2.75. 


The authors of this volume feel that the current concentration level is not to be 
explained in terms of technological or economic imperatives, and that, given neu- 
trality by the government, concentration could be reduced and competition en- 
hanced in many industries. 


ALTON, THAD PAUvLt. Polish Postwar Economy. New York: Columbia University 
Press, 1955. Pp. xv+330. $5.75. 


One of the Studies of the Russian Institute of Columbia University, this volume 
appraises the character of Polish economic planning and its results. 


AsH, RoBert. Preparation and Trial of Tax Cases. New York: Practising Law 
Institute, 1955. Pp. 80. $2.00 (paper). 


This monograph deals with the substantive law of federal taxation and is con- 
cerned with the procedure to be followed in order that the rules of substantive 
law may be applied for the benefit of clients in income tax cases. 


BarDEs, Puitp, et al. (editors). Montgomery’s Federal Taxes. 36th ed.; New 
York: Ronald Press, 1955. Pp. xiv-+960. $15.00. 


Prepared by members of a national firm of certified public accountants, this 
well-known handbook is functionally arranged, explains the impact of federal 
taxes on business organizations and individuals, offers specific counsel, gives nu- 
merous illustrative examples, and features constructive tax planning throughout. 


BECKMAN, THEODORE N., and BarTELS, RoBErRT. Credits and Collections in Theo- 
ry and Practice. 6th ed.; New York: McGraw-Hill, 1955. Pp. xi+612. $6.50. 


In this thorough revision, the length of this standard textbook has been reduced 
by almost one-quarter, while at the same time a number of new topics have been 
introduced. Full coverage of the entire field—consumer credit, commercial bank 
credit, and mercantile credit—is maintained. 


Burns, ArtHuUR R. Comparative Economic Organization. New York: Prentice- 
Hall, 1955. Pp. xv+766. 


The author is concerned about the inequality in economic conditions among 
national groups and feels that the time has come to replace the study of “econom- 
ic systems” by studies placing more emphasis on operating results and their causes. 


CHALFANT, ELLA. A Goodly Heritage. Pittsburgh: University of Pittsburgh Press, 
1955. Pp. xiii+239. $3.00. 


In a novel approach to the study of history, this volume is devoted to the wills 
of settlers of one of America’s early frontiers, Allegheny County, Pennsylvania. 
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Core, Ropert H. Financing Retail Credit Sales through Charge Account Bank 
Plans. Urbana: University of Illinois, 1955. Pp. 60. $1.00 (paper). 


This valuable study of charge account bank plans analyzes their advantages and 
limitations and makes recommendations for successful operation of such plans. 


CopeLAND, Lewis C., Prkt, I. James, and Peterson, JoHN M. Estimating Ten- 
nessee’s Tourist Business. Knoxville, Tennessee: University of Tennessee, 
1955. Pp. vi+119 (paper). 


This report surveys the state’s tourist business and makes recommendations for 
further studies. 


Dayton, Scott. A Manual of Problems in Statistics. Rev. ed.; New York: Henry 
Holt, 1955. Pp. v+137. $1.95 (paper). 


The coverage of this revised edition has been expanded to apply to current tech- 
niques, particularly in the fields of estimation, multiple correlation, and cycle 
analysis. 


DENONN, LesTER E. Secured Transactions. New York: Practising Law Institute, 
1955. Pp. 166. $2.00 (paper). 


Lawyers who prepare secured loan agreements should find valuable guidance in 
this monograph which discusses a great variety of arrangements for handling se- 
cured loans. 


Dresstin, Howarp G. Agricultural Equipment Financing. (“Occasional Paper,” 
No. 50.) New York: National Bureau of Economic Research, 1955. Pp. xvi+ 
95. $1.25 (paper). 


In making the first exhaustive investigation in this particular field of financing, 
the author discusses the economic basis of farm equipment credit, sketches its 
historical development, and gives major attention to policies and practices in re- 
cent years. 


FABRICANT, SOLOMON. Government in Economic Life. (35th Annual Report.) New 
York: National Bureau of Economic Research, 1955. Pp. 78. Gratis (paper). 


The first part of the Bureau’s latest annual report summarizes the findings of 
numerous studies to indicate the present level of government activity. 


Grayson, Henry. The Crisis of the Middle Class. New York: Rinehart, 1955. Pp. 
xv+172. $2.75. 


The author defines some of the basic causes of social growth and collapse, re- 
lates the activities of the middle class individualist to a fundamental theory of 
social change, and considers trends in American social and economic development. 


GrimsHaw, AustTIN. Problems of the Independent Businessman. New York: Mc- 
Graw-Hill, 1955. Pp. xv-+403. $6.50. 


The twenty-five comprehensive cases and the supporting statistical material 
presented in this textbook introduce the student to the major policy problems 
faced by owner-managers of small business firms. 


Hicks, J. R., Hart, A. G., and Forp, J. W. The Social Framework of the Ameri- 
can Economy. 2d ed.; New York: Oxford University Press, 1955. Pp. xvi+ 
309. $3.75. 
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This new enlarged edition is intended for beginning economics courses stressing 
national income and for intermediate theory courses. The approach is by way of 
social accounting. 


JoHNsON, ARNOLD W. Principles of Auditing. New York: Rinehart, 1955. Pp. x+ 
400. $6.50. 


The importance of internal control is emphasized throughout this new text in- 
tended for students planning to enter public accounting or to undertake business 
careers requiring an understanding of the fundamentals of auditing. 


McNair, MAtcotm P. Operating Results of Department and Specialty Stores in 
1954. Boston: Harvard Business School, 1955. Pp. vi+66. $4.00 (paper). 


Although 1954 was a year of moderate business adjustment, department store 
results were fully equal to the 1953 performance, and specialty apparel stores 
showed more improvement in earnings than did department stores. 


MILLs, FREDERICK C. Statistical Methods. 3d ed.; New York: Henry Holt, 1955. 
Pp. xviii +842. $6.90. 


In this new edition account is taken of the more important recent developments 
bearing on the applications of statistics in the social sciences, in business, and in 
governmental affairs. Examples of the uses of statistics have been extended and 
brought up to date, and the text has been reworked throughout. 


Peacu, W. Nexson, and Krause, WALTER. Basic Data of the American Economy. 
4th ed.; Homewood, Illinois: Irwin, 1955. Pp. xii+135. $2.00 (paper). 


The charts and tables in this new edition have been brought up to date and pro- 
vide a wide range of factual information to accompany discussion of the main 
topics usually covered in a college course in beginning economics. 


PowELson, JOHN P. Economic Accounting. New York: McGraw-Hill, 1955. Pp. 
xii+500. $7.50. 


This textbook in accounting principles for students of economics and the liberal 
arts compares business accounting concepts and terminology with their counter- 
parts in economic thought. 


Raymonp, Tuomas C. Problems in Business Administration: Analysis by the Case 
Method. New York: McGraw-Hill, 1955. Pp. x +373. $5.50. 


This Harvard Business School casebook covers a wide variety of managerial 
problems, stressing the general nature of such problems and presenting the cases 
in four increasingly complex groups. 


Recent Bank Mergers in New York City. A Report by the New York State Bank- 
ing Department, George A. Mooney, Superintendent. Albany: New York 
State Banking Department, 1955. Pp. 62 (paper). 


This report examines banking competition in New York City, outlines the yard- 
sticks used by the New York State Banking Department in passing on mergers, 
and sets forth the facts which governed the Department’s approval of recent 
mergers. 


Ropinson, LAWRENCE R. Operating Results of Limited Price Variety Chains in 
1954. Boston: Harvard Business School, 1955. Pp. vi+38. $2.00 (paper). 
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Sales of the chains covered in this study increased to a new high for the fifth 
consecutive year, but final dollar earnings were at a level below the amount re- 
corded for 1953. 


SmitH, C. AUBREY, and ASHBURNE, Jim G. Financial and Administrative Account- 
ing. New York: McGraw-Hill, 1955. Pp. x +493. $7.00. 


An intermediate accounting text written for future managers rather than for 
future accountants, this volume presents a general background in the whole broad 
field of accounting pertinent to the interests of the businessman. 


SprowLs, R. Ciay. Elementary Statistics for Students of Social Science and Busi- 
ness. New York: McGraw-Hill, 1955. Pp. xiii+392. $5.50. 


Departing from the traditional approach, this new textbook follows the modern 
trend toward teaching the principles of statistical inference and deals with analyti- 
cal statistics. 


Strmson, CLAUDE W., and Lazar, JosePH. Recent Cases and Materials in Business 
Law. Boston: Houghton Mifflin, 1955. Pp. xiv-+370. $3.50 (paper). 


A collection of interesting court opinions relating to contemporary problems is 
provided by this casebook for the first-year student of business law. 


TroxeL, Emery. Economics of Transport. New York: Rinehart, 1955. Pp. viii+ 
837. $7.00. 


Emphasis is given more to economic analysis and less to legal history and busi- 
ness procedures in this new text, although descriptive material is not neglected. 


UniteD Nations DEPARTMENT OF ECONOMIC AND SOCIAL AFFAIRS. Economic De- 
velopments in the Middle East, 1945 to 1954. New York: United Nations, 
1955; distributed by Columbia University Press. Pp. x+236. $2.50 (paper). 


The first chapter of this report presents an over-all view of main economic 
trends in the Middle East, and is followed by seven other chapters on individual 
countries. 


Unitep Nations DEPARTMENT OF ECONOMIC AND SociaL AFFairs. The Quest for 
Freer Trade. New York: United Nations, 1955; distributed by Columbia 
University Press. Pp. v-+59. $0.40 (paper). 


Obstacles to international trade resulting from national commercial policies and 
balance of payments difficulties are examined in this report which also reviews 
actions taken by national and intergovernmental agencies toward removing or re- 
ducing such obstacles. 


Unitep NATIONS DEPARTMENT OF ECONOMIC AND SociAL AFFAIRS. Review of 
Economic Activity in Africa, 1950 to 1954. New York: United Nations, 1955; 
distributed by Columbia University Press. Pp. xii+ 146. $1.50 (paper). 


The growth of economic activity in Africa, excluding Egypt, during the five-year 
period is reviewed in this report, which is a companion volume to the Scope and 
Structure of Money Economics in Tropical Africa, published by the UN in 1955. 


Unitep NATIONS DEPARTMENT OF ECONOMIC AND SocraAL AFFairs. World Eco- 
nomic Report, 1953-54. New York: United Nations, 1955; distributed by 
Columbia University Press. Pp. viii+ 163. $1.75 (paper). 
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The UN’s seventh comprehensive review of world economic conditions analyzes 
major recent changes in domestic economic conditions and in international trade 
and payments. 


WALKER, MABEL. Modern Merchandising and Municipal Finance. Princeton: Tax 
Institute, 1955. Pp. 32. $0.75 (paper). 


The impact of recent trends in merchandising—chain-store development, advent 
of the supermarket, branch department store movement, and shift of retailing to 
suburban areas—on municipal finance is briefly treated in this study. 


Warp, A. Dubey. The American Economy—Attitudes and Opinions. New York: 
Harper & Bros., 1955. Pp. xx+199. $3.50. 


Based on research through group and individual interviews, this study endeavors 
to show how Americans feel about their working conditions, the personal satisfac- 
tions and usefulness of their jobs, the adequacy of their incomes, and their aspira- 
tions for the future. 

Crype WILLIAM PHELPs 
University of Southern California 
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